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Who Gets The Welfare 
In A “Welfare State’’? 


That’s easy. There’s a formula. You’ve seen it. Be sure you 
recognize it next time. Here’s how it goes: 


Somebody promises to give you something (a subsidy, or a 
wage increase without a production increase), if you'll give 
him a little something in return—just a little something—a 
vote, perhaps. 


So, you give and you get. Or you think you do. Maybe what 
you get increases the national debt or decreases corporation 
profits. What do you care? Let’s see: 


National debt? That’s mortgaging your child’s future. Let 
the rich pay it? That’s silly. Take every penny every one of 
them has, and you wouldn’t make more than a dent in the 
national debt. Every dollar added to it by the giveaway 
bureaucrats has to be paid back by you and your children 
and your grandchildren. 


Take it out of corporation profits? If all the profits of all the 
corporations were taken, you would pay only a tiny fraction 
of the national debt. 


The plain truth is that no one is giving you anything. Last 
year it was reported that the federal government “gave” to 
the states five and a half billion dollars. That money, of 
course, first came from the states. But we are informed 
$625,000,000 of it never got back to the states—that was the 
cost of taking it away from you, and giving part of it back. 


When anyone promises you something for nothing, you can be 
sure he gets a lot of the something, and you get a lot of the 


nothing. 
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FOREWORD 


The sturdy resistance, particularly in the last decade, of most sections of Ameri- 
can business and economic life to what it terms governmental control or regula- 
tion, is well known, though often the dividing line is hard to discover between this 
undesired state interference with private business and the much sought state pro- 
tection of individual enterprise through condemnation of monopoly, price cutting, 
unfair trade practices, and similar activities. édagit 

During the last few years substantial parts of a large American business enter- 
prise—insurance, at least in the fields roughly designated as fire and casualty— 
have surprisingly enough not merely acquiesced without opposition to government 
control and regulation of many activities, including prices, but actually demanded 
and labored for such legislation. Undoubtedly this resulted from the Hobson’s 
choice which the industry felt had been forced upon it a few years ago by the 
Supreme Court and Congress—between federal or state control. Insurance has 
chosen, when forced to do so, state control as far as possible, probably deeming it 
the lesser of two evils. The results and consequent problems of that choice are. the 
subject of this symposium. 

The success of the insurance business in obtaining its goal of state rather than 
federal regulation—at least in the recent and comparatively brief period during 
which this problem has become acute—has been impressive. With amazing speed 
and unanimity, states have enacted the necessary laws. How wise the choice of 
state rather than federal control was, remains to be seen. The reasons for it were 
highly complex: for example, the existence of state regulation to some degree in the 
past, as contrasted with previous lack of federal control; the resulting familiarity 
with and confidence in state control, and the fears that federal regulation might 
drastically alter long continued and widespread insurance methods; a preference for 
local, decentralized controls rather than a centralized nationwide administration; 
and a belief that state officials, particularly those with previous experience in this 
regulating field, might evidence considerably more understanding of and sympathy 
with the problems the insurance business considered peculiar to itself. 

Still, as the articles in this symposium reveal, the industry has moments of uneasi- 
ness about this choice. The new state laws of necessity speak in broad general terms, 
and give wide powers to state officials; considering the number of such officials 
required, will they always be of first rank and capable of being trusted to exercise 
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these powers wisely? There is also the problem of uniformity. On the one hand, 
forty-eight states might enact a bewildering jungle of widely varying rules and 
regulations, compliance with which would become a formidable if not impossible 
task for a business which is nationwide in activity. How can sufficient uniformity 
in regulation among the states be achieved? Nor is this problem simplified by the 
fact that the insurance industry has difficulty in reconciling diverse viewpoints 
within itself as to what is a desirable degree of uniformity in many matters. 

On the other hand, in certain respects a lack of uniformity may well be highly 
desirable and contain necessary elements of strength, growth, and development for 
insurance. It is fortunate, perhaps, that there has been disagreement, and marked 
disagreement, within the industry itself{—between bureau and non-bureau members; 
between mutuals and stock companies; between agents and insurers; between fire 
and casualty underwriters—both as to the proper methods and standards for deter- 
mining rates and as to the rates to be adopted when the desired standards are applied. 
One need only study the complicated rate schedule for fire insurance, admittedly 
resulting in the use of a large degree of judgment when fixing the ultimate rate to 
the insured, in contrast to the highly mathematical and statistical methods of the 
casualty rate maker, to realize the extent of such differences. Given such diverse 
techniques and viewpoints, surely the existence of multiple state administrators 
should permit wise experimentation with new methods especially when it can be 
done on a small scale and closely observed. Yet unfortunately it is true, as Mr. 
Brook points out, that there are some disturbing indications that these highly de- 
sirable aspects of competition and lack of uniformity may be in danger of elimina- 
tion under recent state legislation. Such a result might well be disastrous both to 
insurers and the insuring public. 

Protection of the interests of the insured is itself a challenging issue. Has there 
been or will there be too great preoccupation with the needs of the insurer and 
too little with those of the insured? Courts and legislatures have often been 
troubled by this question in the past. It remains to be seen whether state admin- 
istrators, with their new powers over insurance, will permit themselves gradually to 
become spokesmen primarily for the insurance business. Will they remember that 
they also are serving as spokesmen for the insuring public? 


Roserr: Kramer. 














REGULATION OF INSURANCE UNDER THE 
McCARRAN ACT 


James B. Donovan* 


It is a shibboleth of private capital that the less government, the better—“the 
fewer laws, the less confided power.” Since the closing of the frontier, our national 
history has been marked by the ceaseless struggle of industry to guard its freedom 
of decision against the encroachment of governmental restraint. 

During the past four years, one great segment of American business has seemingly 
rejected this traditional policy. The insurance industry has not only supported but 
solicited the enactment by all state legislatures of a comprehensive network of regu- 
latory statutes. Such regulation deals with the lifeblood of an industry—what it 
may sell and the price it may charge. An analysis of this new system, and its 
probable success or failure, is the concern of this paper. But an understanding of the 
matter requires more than a statement of existing facts. We must examine the 
origins of this anomalous development, must trace the succession of events which 
led an industry to ask that government be granted a greater voice in its business 


decisions. 


I 


THe SouTH-EAsTERN UNDERWRITERS ASSOCIATION CASE 


On June 5, 1944 in United States v. South-Eastern Underwriters Ass'n} the Su- 
preme Court of the United States by a 4-3 decision determined for the first time 
that (1) an insurance company conducting a substantial part of its business across 
state lines is engaged in “commerce among the several States” and is subject to 
regulation by Congress under the Commerce Clause of the Constitution, and (2) the 
Sherman Antitrust Act is applicable to the business of insurance. 

For seventy-five years the Court had consistently held that the Commerce Clause 
did not deprive the individual states of power to regulate or to tax specific activities 
of foreign insurance companies which sold policies within their territories? In the 
course of these decisions the Court had stated that “issuing a policy of insurance 
is not a transaction of commerce,”® “the business of insurance is not commerce,” 


* A.B., L.L.B.; Member of the bars of the Supreme Court of the United States and New York. General 
Counsel, National Bureau of Casualty Underwriters. 

* 322 U. S. 533 (1944), 44 Cor. L. Rev. 772. The case is the subject of Powell, Insurance As Com- 
merce, 57 Harv. L. Rev. 937 (1944). 

* First held in Paul v. Virginia, 8 Wall. 168 (U. S. 1868). Subsequent cases are collected in BERNARD 
C. Gavit, THE ComMERCE CLAUsE OF THE UNITED STATES CONSTITUTION 134-139 (1932). The precise 
question of whether Congress has the power under the Commerce Clause to regulate interstate insurance 
transactions had never been submitted to the Court. 

* Paul v. Virginia, 8 Wall. 168, 183 (U. S. 1868). 

* Hooper v. California, 155 U. S. 648, 655 (1895). 








474 Law anp ConTEMPORARY PROBLEMS 


and “contracts of insurance are not commerce at all, neither state nor interstate.” 


On such decisions, and an assumption of consequent lack of federal power, was 
founded the system of insurance regulation by the several states. 

In the S.E.U.A. case Mr. Justice Black, speaking for a majority of the seven 
Justices who participated,® analyzed these authorities. He pointed out that certain 
activities of a business may be intrastate and therefore subject to state control, while 
other activities of the same business may be interstate and therefore subject to 
federal regulation. He observed that there is a wide range of business and other 
activities which, though subject to federal regulation, are so intimately related to 
local welfare that, in the absence of Congressional action, they may be regulated 
or taxed by the states. The primary test applied by the Court to such activities, 
the Justice said, is not the mechanical one of whether the particular activity affected 
by the state regulation is part of interstate commerce, but rather whether, in each 
case, the competing demands of the state and national interests involved can be 
accommodated. Reviewing the varied activities which had been held by the Court 
to be interstate commerce, he declared :* 


Not only, then, may transactions be commerce though non-commercial; they may be.com- 
merce though illegal and sporadic, and though they do not utilize common carriers or 
concern the flow of anything more tangible than electrons and information. These activities 
having already been held to constitute interstate commerce, and persons engaged in them 
therefore having been held subject to federal regulation, it would indeed be difficult now 
to hold that no activities of any insurance company can ever constitute interstate commerce 
so as to make it subject to such regulation; —activities which, as part of the conduct of a 
legitimate and useful commercial enterprise, may embrace integrated operations in many 
states and involve the transmission of great quantities of money, documents, and communi- 
cations across dozens of state lines. 


He concluded :® 


No commercial enterprise of any kind which conducts its activities across state lines has 
been held to be wholly beyond the regulatory power of Congress under the Commerce 
Clause. We cannot make an exception of the business of insurance. 

..:The majority next held that the comprehensive language of the Sherman Act 
embraced the business of insurance and that there existed no evidence of a contrary 
Congressional intent. If exceptions are to be written into the Act, “they must come 
from the Congress, not this Court.” The argument that the Sherman Act neces- 
sarily invalidated many state laws regulating insurance was dismissed as “exag- 
gerated.”"° The majority accordingly held that a conspiracy to restrain interstate 
trade and commerce by fixing and maintaining arbitrary and non-competitive premi- 
um rates on fire and allied lines of insurance in six states, and a conspiracy to 
monopolize such interstate trade and commerce, are violations of the Sherman Act. 


.. "New York Life Ins. Co. v. Deer Lodge County, 231 U. S. 495, 510 (1913). 
* Mr. Justice Roberts and Mr. Justice Reed took no part in the consideration or decision of the case. 


* 322 U. S. 533, 549, 550 (1944). ® Id. at 553. 
° Id. at 561. 107d. at 562. 
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The decision of the District Court for the Northern District of Georgia," which had 
sustained a demurrer to the indictment, was reversed. 

Three Justices dissented. In a lengthy opinion the late Chief Justice Stone dis- 
cussed what he believed to be the two questions presented: (1) whether the business 
of entering into contracts in one state, insuring against the risk of loss by fire of 
property in others, is itself interstate commerce, and (2) whether an agreement or 
conspiracy to fix the premium rates of such contracts and in other ways to restrict 
competition in effecting policies of fire insurance, violates the Sherman Act. 

The Chief Justice declared :1* 


The court below has answered “no” to both of these questions. I think that its answer is 
right and its judgment should be affirmed, both on principle and in view of the per- 
manency which should be given to the construction of the commerce clause and the Sher- 
man Act in this respect, which has until now been consistently adhered to by all branches 


of the Government. 


Mr. Justice Frankfurter joined in the opinion of the Chief Justice in a brief 
separate dissent. He held that the relations of the insurance business to national 
commerce and finance undoubtedly afford constitutional authority for appropriate 
regulation by Congress of the business of insurance, “certainly not to a less extent 
than Congressional regulation touching agriculture.”"* But he believed that the 
Sherman Act had never.been intended to apply to insurance transactions such as 
those charged by the indictment and could find “no Congressional warrant” for 
causing the “far-reaching dislocations” referred to by the Chief Justice and Mr. 
Justice Jackson. | 

In a separate dissent Mr. Justice Jackson addressed himself to what he termed 
the “practical and ultimate choice” that faced the Court “to say either that insurance 
was subject to state regulation or that it was subject to no existing regulation at 
all.”"* He reviewed the previous Supreme Court decisions, the growth of insurance 
regulation by the several states, and the absence of Congressional legislation. He 
declared that while a modern insurance business as usually conducted is in fact 
commerce, in contemplation of law insurance had acquired an established doctrinal 
status not based on present-day facts. “For constitutional purposes a fiction has 
been established, and long acted upon by the Court, the states, and the Congress, 

7151 F. Supp. 712 (N.D. Ga. 1943). The case went to the Supreme Court on direct appeal under 
the Criminal Appeals Act, 56 Stat. 271 (1942), 18 U.S.C. §682 (1946), amending 34 Srat. 1246 (1907). 

32 322 U. S. at 563. The majority did not agree with the Chief Justice that the first of these 
questions was presented by the decision of the District Judge, whose construction of the indictment was 
binding on such an appeal under the Criminal Appeals Act. Their belief was that the District Court had 
held the indictment bad for the sole reason that the entire “business of insurance” (not merely the part of 


the business in which contracts are physically executed) can never under any possible circumstances be 
“commerce.” Id. at 537. See Note, 44 Cor. L. Rev. 772, 773 (1944). 

18 Td. at 583. This belief that the modern business of insurance is not commerce but yet is subject 
to Congressional power under the Commerce Clause, was shared by the Chief Justice. Id. at 562, 563. 
It divided the Court, in reasoning but not result, in another case decided in the same term, Polish National 
Alliance v. N.L.R.B., 322 U. S. 643 (1944). 

1# 322 U. S. at 585. 
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that insurance is not commerce.”® He stated that the decision could have conse- 
quences upon tax liabilities, refunds, liabilities under state law to states or to indi- 
viduals, and “even criminal liabilities.” Because of these facts he believed that while 
“abstract logic” might support the majority, “the common sense and wisdom of the 
situation seem opposed.”*® He concluded:’* 


To force the hand of Congress is no more the proper function of the judiciary than to 
tie the hands of Congress. To use my office, at a time like this, and with so little justifica- 
tion in necessity, to dislocate the functions and revenues of the states and to catapult 
Congress into immediate and undivided responsibility for supervision of the nation’s 
insurance business is more than I can reconcile with my view of the function of this 
Court in our society. 


While the Supreme Court thus reversed the District Court decision sustaining 
the demurrer, the issues in the case were never tried, for reasons hereinafter set 
forth. 


II 


Tue McCarran Act 


The S.E.U.A. decision immediately became the subject of controversy. Although 
Attorney General Biddle issued a statement to the contrary,’® many state officials 
and insurance executives feared that the foundations of state regulation and taxation 
had been shaken.’® It was contended that the decision reversed a Supreme Court 
practice instituted by Marshall not to decide a constitutional question except by a 
majority of the full Court.2° Others criticized the Department of Justice for pro- 
ceeding in such a case under the criminal, rather than the civil, provisions of the 
Sherman Act. Some saw the decision as the welcome discarding of an unrealistic 
fiction. But of paramount importance was a pending struggle in Congress. 


*6 Id. at 588. Thirty-five states, including New York, had filed briefs as amici curia urging affirm- 
ance of the District Court decision sustaining the demurrer; forty-one states later petitioned the Court 
for a rehearing (denied, 323 U. S. 811 (1944)). 

2° Td. at 589. 17 Id. at 594, 595. 

1890 Conc. Rec. A3359, A3360 (1944). See editorial, N.Y.L.J., June 13, 1944, p. 2270, col. 1. 
Mr. Biddle later announced that no further action under the antitrust laws would be taken until Congress 
and the States had an opportunity to act. Joint Hearings before Subcommittees of Committees on the 
Judiciary on S. 1362, H.R. 3269, and H.R. 3270, 78th Cong., 2d Sess. Pt. 6, 639 (1944). 

1° Sen. Rep. No. 20, 79th Cong., 1st Sess. (1945); cf. Congressional debates cited in footnote 24 infra. 
Not all insurance interests agreed with this view. See statement of Senator O'Mahoney, Joint Hearing 
before Subcommittees of Committees on the Judiciary on S. 1362, H.R. 3269, and H.R. 3270, 78th Cong., 
ad Sess., Pt. 6, 639 (1944). For views within the insurance industry before and after the decision, see 
generally Ermer W. Sawyer, Insurance As INTERSTATE COMMERCE (1945). Newspaper editorial 
opinion is summarized in Note, 44 Cor. L. Rev. 772, 773 n. 10 (1944) as “in general, violently opposed to 
the decision.” 

*° Charles Warren, N. Y. Times, June 8, 1944, p. 16, cols. 2, 3. Contra: Note, 44 Cor. L. Rev. 772, 
773 (1944); letters, Hinds and Fraenkel, N. Y. Times, June 12, 1944, p. 18, col. 6. In Insurance As 
Commerce, 57 Harv. L. Rev. 937, 938 (1944), the redoubtable Professor Powell commented: “What 
respect such minority assumption of reverse leadership should command from mere observers, though 
of necessity of minor consequence, is within the constitutional freedom of each observer. A gracious 
pursuer of the judicial course might pay the minority quartette a delicate compliment, too delicate 
perhaps for acid analysis, by emulating their courage and independence and thus viewing their views as 
they viewed those of their predecessors.” 
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While the S.E.U.A. case was before the Court, there were introducéd in both 
Houses of Congress companion bills to exempt the business of insurance from the 
Sherman and Clayton Antitrust Acts.2 To recognize the special problems of in- 
surance and to grant it entire or partial exemption from the antitrust laws, would be 
consistent with the precedents established by Congress with respect to many other 
industries.?? With opposition including the Department of Justice, the Attorney 
General of Missouri, and Senator O’Mahoney, the bills were still being considered 
at joint public meetings of House and Senate Judiciary Subcommittees when the 
S.EU.A. decision was rendered. 

Further hearings were held and bills proposed by various interests. On January 
18, 1945, Senators McCarran and Ferguson introduced a measure which, after pro- 
longed debate and substantial amendment, passed both Houses and was approved 
by President Roosevelt on March 9, 1945. The text of the statute (hereinafter re- 
ferred to as the McCarran Act) as enacted, is as follows: 


Sec. 1. Congress hereby declares that the continued regulation and taxation by the 
several States of the business of insurance is in the public interest, and that silence on 
the part of the Congress shall not be construed to impose any barrier to the regulation or 
taxation of such business by the several States. 


Sec. 2. (a) The business of insurance, and every person engaged therein, shall be subject 
to the laws of the several States which relate to the regulation or taxation of such business. 
() No Act of Congress shall be construed to invalidate, impair, or supersede any law 
enacted by any State for the purpose of regulating the business of insurance, or which 
imposes a fee or tax upon such business, unless such Act specifically relates to the business 
of insurance: provided, That after January 1, 1948, the Act of July 2, 1890, as amended, 
known as the Sherman Act, and the Act of October 15, 1914, as amended, known as the 
Clayton Act, and the Act of September 26, 1914, known as the Federal Trade Commission 
Act, as amended, shall be applicable to the business of insurance to the extent that such 
business is not regulated by State law. 


Sec. 3. (a) Until January 1, 1948, the Act of July 2, 1890, as amended, known as the 


*. H.R. 3270, S. 1362, 78th Cong., 1st Sess., introduced respectively on September 20 and 21, 1943. 
See Note, 32 Geo. L. J. 66 (1943). 

22 For exemption of marine insurance, see §29 of the Merchant Marine Act of 1920 (41 STaT. 1000 
(1920), 46 U.S.C. §885(b)(1946)). Further illustrative examples of such exceptions are: fishing co- 
operatives (48 Star. 1213 (1934), 15 U.S.C. §521 (1946)); agricultural or horticultural cooperatives 
(42 Strat. 388 (1922), 7 U.S.C. §291 (1946)); export associations (40 Stat. 517 (1918), 15 U.S.C. 
§62 (1946)); shipping agreements approved by the Maritime Commission (39 Stat. 733 (1916), as 
amended, 46 U.S.C. §814 (1946)); transportation agreements approved by the I.C.C. (24 Srar. 380 
(1887), as amended, 49 U.S.C. §5(1946)); aviation agreements approved by the Civil Aeronautics Board, 
52 Stat. 1004 (1938), 49 U.S.C. §494 (1946); marketing and other agreements approved by the Secre- 
tary of Agriculture (48 Star. 34 (1933), as amended, 7 U.S.C. §608 (1946), 50 Star. 248 (1937), 
7 U.S.C. §671 (1946), 49 Stat. 781 (1935), 7 U.S.C. §852 (1946)). 

°° Joint Hearings before the Subcommittees of the Committees on the Judiciary on S. 1362, H.R. 
3269, and H.R. 3270, 78th Cong., 1st and 2d Sess., Pts. 1-6 (1943-1944). The House passed the bill on 
June 22, 1944, by a vote of 283 to 54. The Senate Committee on the Judiciary favorably reported it on 
September 20, 1944, with a strong minority dissent. The bill died in the Senate without vote. 

*459 Stat. 33 (1945), 15 U.S.C. §§1011-1015 (1946). For legislative history see House Legislative 
Calendar, 79th Cong., 1st and 2d Sessions, Committee on the Judiciary, Jan. 29, 1946, No. 22, p. 103. 
Congressional debate may be found in 91 Conc. RECORD 499-509, 1112-1122, 1470-1473, 1548-1559 
(1945). As introduced, the measure was based upon a draft by a legislative committee of the National 
Association of Insurance Commissioners. See 91 Conc. Rec. 504 (1945). 
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Sherman Act, and the Act of October 15, 1914, as amended, known as the Clayton Act, 
and the Act of September 26, 1914, known as the Federal Trade Commission Act, as 
amended, and the Act of June 19, 1936, known as the Robinson-Patman Anti-discrimina- 
tion Act, shall not apply to the business of insurance or to acts in the conduct thereof. 
(6) Nothing contained in this Act shall render the said Sherman Act inapplicable to any 
agreement to boycott, coerce, or intimidate, or act of boycott, coercion, or intimidation. 


Sec. 4. Nothing contained in this Act shall be construed to affect in any manner the appli- 
cation to the business of insurance of the Act of July 5, 1935, as amended, known as the 
National Labor Relations Act, or the Act of June 25, 1938, as amended, known as the 
Fair Labor Standards Act of 1938, or the Act of June 5, 1920, known as the Merchant 
Marine Act, 1920. 


Sec. 5. As used in this Act, the term “State” includes the several States, Alaska, Hawaii, 
Puerto Rico, and the District of Columbia. 


Sec. 6. If any provision of this Act, or the application of such provision to any person or 
circumstances, shall be held invalid, the remainder of the Act, and the application of such 
provision to persons or circumstances other than those as to which it is held invalid, shall 
not be affected. 


In approving the McCarran Act, President Roosevelt issued a public statement 
in which he said:?° 


I have given my approval to S. 340, the insurance bill, which passed the Congress last 
week. This bill grants the insurance business a moratorium from the application of the 
antitrust laws and certain related statutes, except for agreements to boycott, coerce, or 
intimidate, or acts of boycott, coercion or intimidation, until January 1, 1948. The purpose 
of this moratorium period is to permit the States to make necessary readjustments in their 
laws with respect to insurance in order to bring them into conformity with the decision of 
the Supreme Court in the South-Eastern Underwriters Association case. After the 
moratorium period, the antitrust laws and certain related statutes will be applicable in 
full force and effect to the business of insurance except to the extent that the states have 
assumed the responsibility, and are effectively performing that responsibility, for the regula- 
tion of whatever aspect of the insurance business may be involved. It is clear from the 
legislative history and the language of this act, that the Congress intended no grant of 
immunity for monopoly or for boycott, coercion or intimidation. Congress did not intend 
to permit private rate fixing, which the Anti-trust Act forbids, but was willing to permit 
actual regulation of rates by affirmative action of the States. 


The bill is eminently fair to the States. It provides an opportunity for the orderly cor- 
rection of abuses which have existed in the insurance business and preserves the right 
of the States to regulate in a manner consonant with the Supreme Court’s interpretation 
of the antitrust laws. 


Shortly after the enactment of the McCarran Act, the Government discontinued 
the S.E.U.A. prosecution in the Northern District of Georgia.” 


*5 White House Press Release, Mar. 10, 1945; National Underwriter, Mar. 15, 1945, p. 22, col. 3; 
reprinted in part, N. Y. Times, Mar. 11, 1945, §5, p. 45, col. 5; never officially reported. [The text 
is inaccurately reprinted in various insurance journals and texts, in each of which there are omitted 
from the fourth sentence the words, “and are effectively performing that responsibility.”] The President 
had previously emphasized “affirmative” State regulation in a letter to Senator Radcliffe before the Mc- 
Carran Act was passed. 91 Conca. REc. 503 (1945). 

*°On June 25, 1945 a nolle prosse order signed by District Judge Underwood, with consent of the 
Department of Justice, concluded the S.E.U.A. case. 




















REGULATION OF INsuRANCE UNDER THE McCarran Act 479 


The “moratorium” period in the Act, originally to end January 1, 1948, subse- 
quently was extended to June 30, 1948, by Congress on its own initiative.” The 
extension was stated by the Senate Judiciary Committee to be desirable “in order 
to provide the Congress an additional time to examine into the situation more com- 
pletely than it has been able to do during the present session.””* 


Ill 


SuBsEQUENT DEcIsIONS 


Before considering the state regulatory legislation enacted to complement the 
McCarran Act, we should review several court decisions affecting that statute. Fore- 
most are three opinions by the Supreme Court and one by the United States Court of 
Appeals for the Eighth Circuit. 


A. Prudential Insurance Company v. Benjamin 


In Prudential Ins. Co. v. Benjamin,” the insurance company protested an annual 
tax levied by South Carolina on foreign insurers (but not on domestic companies) 
as a condition of being authorized to do business within the state. The tax amounts 
to three per cent of the aggregate of premiums received from business done in South 
Carolina, regardless of its interstate or local character. Citing the S.E.U.A. decision, 
the insurer contended that the tax was an unconstitutional discrimination against 
interstate commerce in favor of local business. The Court unanimously upheld 
the tax. 

The late Mr. Justice Rutledge traced the winding paths of the previous decisions, 
commenting that “the history of the commerce clause has been one of very con- 
siderable judicial oscillation.” The authorities cited by Prudential were distinguished 
on the ground that in none of them had Congress acted or purported to act, either 
by way of consenting to the state’s tax or otherwise. The Court stated :*° 


None of the decisions conceded, because none involved any question of, the power of 
Congress to make conclusive its own mandate concerning what is commerce. But apart 
from that function of defining the outer boundary of its power, whenever Congress’ 
judgment has been uttered affirmatively to contradict the Court’s previously expressed view 
that specific action taken by the states in Congress’ silence was forbidden by the com- 
merce clause, this body has accommodated its previous judgment to Congress’ expressed 
approval. 


Since there was no contention by Prudential that commerce was not involved, the 

Court would give effect to the positive expression by the McCarran Act that the 

“continued regulation and taxation by the several States of the business of insur- 

ance” is in accord with Congress’s policy. The Court thus rejected the argument 

of Prudential that the Commerce Clause “of its own force,” and without reference to 

any action by Congress, forbids discriminatory State taxation of interstate commerce. 
9761 Stat. 448 (1947), 15 U.S.C. §1012 (Supp. 1949). 


28 Sen. Rep. No. 407, 80th Cong., 1st Sess. (1947). 
#° 328 U. S. 408 (1946). 9 Td. at 424-425. 
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Reviewing the McCarran Act, the Court found that it was the intention of Con- 
gress to “put the full weight of its power behind existing and future state legislation 
to sustain it from any attack under the commerce clause to whatever extent this may 
be done with the force of that power behind it, subject only to the exceptions 
expressly provided for.” The Court declared :** 


Moreover, in taking this action [enactment of the McCarran Act] Congress must have had 
full knowledge of the nation-wide existence of state systems of regulation and taxation; 
of the fact that they differ greatly in the scope and character of the regulations imposed 
and of the taxes enacted; and of the further fact that many, if not all, include features 
which, to some extent, have not been applied generally to other interstate business. Con- 
gress could not have been unacquainted with these facts and its purpose was evidently 
to throw the whole weight of its power behind the state systems, notwithstanding these 


variations. 

South Carolina and Congress had acted in complete coordination to sustain the 
tax, the Court noted, and it is therefore “reinforced by the exercise of all the power 
of government residing in our scheme.”** The judgment of the Supreme Court of 
South Carolina, upholding the tax, accordingly was affirmed. 


B. Robertson v. California 

In Robertson v. California,* appellant had been convicted in California of the 
crimes of (a) soliciting and selling a policy of insurance without being licensed as 
required by law, and (b) acting without a license as an agent for a non-admitted 
insurer. The statutes violated are part of California’s comprehensive regulatory 
scheme for the business of insurance. 

The insurer in question was an Arizona corporation not licensed in California. 
Its business was transacted largely by radio advertising and use of the mails, in 
addition to the use of such agents as appellant. The evidence of non-compliance 
with the statutes was undisputed. Appellant’s contention was, in effect, that since 
the entire series of acts done by him was directed to the conclusion of an interstate 
transaction (within the S.E.U.A. decision), those acts, though taking place alto- 
gether within California, were inseparably a part of an interstate transaction and 
therefore beyond reach of the state’s licensing or regulatory power. California’s 
refusal: to license an Arizona insurer for non-compliance with its requirement of 
certain reserves was termed an unlawful exclusion of interstate commerce. 

The Court rejected these contentions and sustained both statutes. The late Mr. 


Justice Rutledge declared :** 


It would be idle to require licensing of insurance agents, in order to secure honesty and 
competence, yet to place no restraint upon the kind of insurance to be sold or the kinds 
of companies allowed to sell it, and then to cover their representatives with their im- 
munity. This could only result in placing domestic and complying foreign insurers at 
great disadvantage and eventually in nullifying all controls unless or until Congress should 
take over the regulation. 

*1 1d. at 430. *2 1d. at 435-436. 

8 328 U. S. 440 (1946). *4 1d. at 457. 
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No such consequence has followed from the South-Eastern decision. It did not wipe 
out the experience of the states in the regulation of the business of insurance or its effects 
for the continued validity of that regulation. 


The Court pointed out that there was no showing that this particular insurer’s 
business was unsound or fraudulent. It was merely that California had the right 
to exclude a company for non-compliance with reasonable standards, “until Congress 
makes contrary command.” 

The determination of the Court was made without specific reliance upon the 
McCarran Act, first because it was not believed to be necessary and second, because 
the acts of appellant were committed after the S.E.U.A. decision but before the 
McCarran Act became law. To avoid “any semblance of retroactive effect in a 
criminal matter” the Court refrained from explicit reliance upon the Act, although 
Mr. Justice Rutledge declared that it “does not detract from our decision on other 
grounds that the McCarran Act, if applied, would dictate the same result.”®° 


C. The Panhandle Case 


In Panhandle Eastern Pipe Line Co. v. Pub. Serv. Comm'n of Indiana,® Mr. 
Justice Rutledge on behalf of the Supreme Court summarized the respective powers 
of the Federal and State governments under the Natural Gas Act as follows :** 


The Natural Gas Act therefore was not merely ineffective to exclude the sales now in 
question from state control. Rather both its policy and its terms confirm that control. 
More than “silence” of Congress is involved. The declaration, though not identical in 
terms with the one made by the McCarran Act . . . concerning continued state regulation 
of the insurance business, is in effect equally clear, in view of the Act’s historical setting, 
legislative history and objects, to show intention for the states to continue with regulation 
where Congress has not expressly taken over. Cf. Prudential Ins. Co. v. Benjamin, 328 
U. S. 408. Congress has undoubted power to define the distribution of power over inter- 
state commerce. Southern Pacific Co. v. Arizona, 325 U. S. 761, 769, authorities cited; cf. 
Prudential Ins. Co. v. Benjamin, supra. Here the power has been exercised in a manner 
wholly inconsistent with exclusion of state authority over the sales in question. 

Congress’ action moreover was an unequivocal recognition of the vital interests of the 
states and their people, consumers and industry alike, in the regulation of rates and service. 
Indiana’s interest in appellant’s direct sales is obvious. That interest is certainly not less 
than the interest of California and her people in their protection against the evil effects 
of wholly unregulated sale of insurance interstate. Robertson v. California, 328 U. S. 440. 


D. The North Little Rock Case 


In North Little Rock Transportation Co. v. Casualty Reciprocal Exchange,** a 
taxicab company was unable to obtain liability insurance because of its bad accident 
experience. It accordingly applied to the Arkansas Automobile Assigned Risk 
Plan®® which assigned the risk to the Aetna Casualty & Surety Co. The Aetna 

85 Id. at 462. 5¢ 332 U. S. 507 (1947). *7 Id. at 521. 

88 181 F. 2d 174 (8th Cir. 1950), aff’g 85 F. Supp. 961 (E. D. Ark. 1949). 

8° The Plan, similar to those established in many states, is an arrangement whereby all insurers trans- 


acting the business within a state agree to an equitable apportionment among them of those risks which 
in good faith are entitled to insurance but are unable to procure it through ordinary methods. 
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charged a premium determined by a rating organization of which it was a memiber 
(the National Bureau of Casualty Underwriters). The rating organization was 
licensed and regulated by the Arkansas Insurance Department, pursuant to regulatory 
statutes enacted subsequent to the McCarran Act. 

The taxicab company thereafter sued the rating organization and all the insurers 
involved, alleging price-fixing and a conspiracy in restraint of trade. Treble damages 
and an injunction were demanded, in accordance with the Sherman Act. We shall 
subsequently consider the contentions and decisions in the case with respect to the 
state rating laws. However, the plaintiff also charged that the regulatory provisions 
of the McCarran Act were unconstitutional and that the acts of the defendants con- 
stituted coercion and intimidation, which the McCarran Act forbids the states to 


authorize even under regulation. 
A motion by the defendants for summary judgment was granted by the District 
Court. The court declared :*° 


The Sherman Act . . . applies to transactions of insurance. United States v. South- 
Eastern Underwriters Association, 322 U. S. 533. midi : 

Public Law 15 . . . known as the McCarran-Ferguson Act is constitutional. Pru- 
dential Insurance Company v. Benjamin, Insurance Commissioner, 328 U. S. 408. 

In the absence of public regulation or Congressional exemption, the price fixing activi- 
ties of the Bureau involved in this case would constitute a violation of the Sherman Act. 
United States v. Socony-Vacuum Oil Co., 310 U. S. 150, rehearing denied, 310 U. S. 
658. ’ 
The Sherman Act is not violated by acts authorized and regulated by state statute. 
Parker, Director of Agriculture v. Brown, 317 U. S. 341. There the court said: “We find 
nothing in the language of the Sherman Act or in its history which suggests that its 
purpose was to restrain a state or its officers or agents from activities directed by its legis- 
lature.” 317 U. S. 350, 351. Also Prudential Insurance Co. v. Benjamin, etc., supra. This 
also is expressly provided by the McCarran-Ferguson Act, which exempts insurance from 
the Sherman Act to the extent that such business is regulated by State law. Act 116 of 
Arkansas, 1947, constitutes proper regulation within the meaning of that statute. The 
acts of the defendants were in accordance with provisions of Act 116 of Arkansas, 1947. 

The McCarran-Ferguson Act is not a delegation “to individual States power to legis- 
late in the regulation of insurance transactions coming within the Commerce Clause,” but 
is a proper division of power between the United States and the several States, a rendering 
unto Caesar the things that are Caesar’s. Connecticut Light & Power Co. v. Federal Power 
Commission, 324 U. S. 515. In this case the court found that the congressional action 
in extending federal jurisdiction to only “those matters which are not subject to regula- 
tion by the States . . .” constituted a legal standard that must be given effect in resolving 
conflicting claims by federal and state authorities of power to regulate. 324 U. S. 527. 
Also Prudential Insurance Company v. Benjamin, etc., supra. 


With respect to the charge of coercion and intimidation, the court held:** 


Nowhere in this record does it appear that any facts or conditions existed which would 
justify plaintiff in fearing intimidation, boycott or coercion, or show that any such boy- 
cott, intimidation or coercion was attempted or threatened. Certainly the fact that plaintiff 


4°85 F. Supp. at 964. “1 1d. at 965. 
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was advised that the insurance contract would be cancelled in accordance with its terms, 
unless premium was paid at the established rate is not sufficient. Plaintiff already knew 
this when it accepted the contract, and common business practice would have brought 
home to him this knowledge and information. 


On April 5, 1950 the judgment dismissing the complaint was unanimously 
affirmed by the United States Court of Appeals for the Eighth Circuit.“? Declaring 
that to rule that the McCarran Acct is ineffectual or invalid “would be absurd,” the 
court held that the case “was correctly decided by the District Court.” 

A petition for certiorari is now pending in the Supreme Court of the United 
States. 

E. Other Court Decisions 


The S.E.U.A. decision and the McCarran Act have also been appraised by other 
courts in considering various phases of the insurance business. Their uniform de- 
termination has been that under existing circumstances the rights of the states to 
regulate and to tax transactions of the business have not been altered.** 


IV 
Tue Strate Recuratory Laws 


When the McCarran Act became law on March 9g, 1945, regulation of insurance 
by the several states varied from relatively complete supervision of all lines of in- 
surance“ to little or no regulation of many classes. Collaborative activity such as 
price-fixing was widespread and long established in most lines of insurance, even in 
states with no regulatory statutes. Yet the S.E.U.A. decision had made clear that 
such concerted action, when unregulated by public authority, violates the federal 
antitrust laws. 

Under the McCarran Act, after January 1, 1948, such antitrust laws (except 
as to boycott, coercion or intimidation) are applicable to the business of insurance 
only “to the extent that such business is not regulated by State law.”*° This would 
be true even apart from the McCarran Act.*® The measure of State regulation thus 


*2 181 F. 2d 174 (8th Cir. 1950). 

“* Prudential Ins. Co. of America v. Murphy, 207 S. C. 324, 35 S.E. 2d 586 (1945), aff'd, 328 U. S. 
408 (1946); Ware v. Travelers Ins. Co., 150 F. 2d 463 (oth Cir. 1945); First Nat. Ben. Soc. v. Garrison, 
58 F. Supp. 972 (S. D. Cal. 1945), aff'd, 155 F. 2d 522 (oth Cir. 1946); Glass v. Prudential Ins. Co., 
246 Ala. 579, 22 So. 2d 13 (1945); State of Indiana v. Prudential Ins. Co. of America, 224 Ind. 17, 64 
N.E. 2d 150 (1945), aff'd, 328 U. S. 823 (1946); In Re Insurance Tax Cases, 160 Kan. 300, 161 P. 2d. 
726 (1945) aff'd, 328 U. S. 822 (1946); Prudential Ins. Co. of America v. Barnett, 200 Miss. 233, 27 So. 
2d 60 (1946); Keehn v. Hi-Grade Coal & Fuel Co., 23 N. J. Misc. 102, 41 A. 2d 525 (C.P. 1945); In- 
surance Commissioner of Pennsylvania v. Griffiths, 23 N.J. Misc. 96, 41 A. 2d 386 (Dist. Ct. 1945); Keehn 
v. Laubach, 22 N. J. Misc. 380, 39 A. 2d 73 (Dist. Ct. 1944), appeal dismissed, 133 N.J.L. 227, 43 A. 2d 
857 (1945); Mendola v. Dineen, 185 N. Y. Misc. 540, 57 N.Y.S. 2d 219 (Sup. Ct. 1945). 

“* E.g., N. Y. Ins. Law, c. 882 (1939). 

“8 McCarran Act, Sec. 2(b); 15 U.S.C. 1012(b) (1946). Because the Act fails to repeat a reference 
to the Robinson-Patman Act, the criminal provisions of that statute probably are not applicable to the 
business of insurance. Those provisions which are amendments to the Clayton Act are, however, prob- 
ably applicable ‘‘to the extent that such business is not regulated by State law.” 

“°North Little Rock Transportation Co. v. Casualty Reciprocal Exchange, 85 F. Supp. 961 (E. D. 
Ark. 1949), aff'd, 181 F. 2d 174 (8th Cir. 1950); Parker v. Brown, 317 U. S. 341 (1943). During debate 
on the McCarran Act Senator O’Mahoney stated: “My whole point has always been that those combina- 
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being the yardstick of immunity from the federal antitrust laws, the first problem 
confronting state authorities and the industry was to consider what new state 
controls should be formulated during the moratorium in order to preserve a system 
of regulation exclusively by states. Federal regulation found no advocates.** 

To what extent should the new state regulatory laws authorize but regulate 
price-fixing and other violations of the Sherman Act? Cooperative action in 
rating matters has long been considered to be essential in the business; it is by the 
pooling of experience that rates normally are made, and it is by a stabilized rate 
structure that rate wars, disastrous to industry and policyholders alike, are avoided. 
As far back as 1911, when the Merritt Committee of the New York legislature probed 
the problems of fire insurance in order to make recommendations to the Assembly, 
the Committee declared :** 


It is therefore recommended that no anti-compact bill be passed, but that in place thereof 
a statute be enacted that will permit combination under State regulation, such regulation 
to stop short of actually fixing the price at which companies shall sell their insurance, but 
which shall be of such positive nature that all forms of discrimination in rates will cease; 
such statute to provide for the filing by such associations and bureaus of all schedules and 
specific rates with the Insurance Department, and also that all such associations and bu- 
reaus shall be subject to the closest supervision by the Superintendent of Insurance, and 
further that all such associations and bureaus shall keep careful records of their proceed- 
ings, and provide for the hearing of interested property-owners who feel aggrieved at the 
rate charged—all to the end that the potent power of publicity may operate freely to cure 
any arbitrary action or indefensible methods. 


It was such reasoning that’ led to the enactment of laws in many states per- 
mitting but regulating cooperative activities in insurance rate-making, long before 
the S.E.U.A. decision.*® The Report of the Sub-Committee on Federal Legislation 
to the Executive Committee of the National Association of Insurance Commissioners, 
accordingly stated :° 
. . - Experience has demonstrated that unrestricted competition in the insurance business 


is not in the public interest. Practically every state in the Union has upon its statute books 
provisions prohibiting unfair discrimination in rates. If unfair discrimination is to 





tions which the insurance industry desires to make should have a clearance from some authoritative 
spokesman of the public interest.” 90 Conc. Rec. 6627, (1944). ‘This view was expressed by At- 
torney General Biddle in Joint Hearings Before Subcommittees of Committees on the Judiciary on S. 1362, 
H.R. 3269, and H.R. 3270, 78th Cong., 2d Sess. Pt. 6, 637 et seq. (1944). 

“7 Desire for regulation by a federal agency at the time was disavowed by the industry, the President, 
the Department of Justice, Senator O'Mahoney, and all Congressional sponsors of the legislation. See 
Joint Hearings before Subc ittees of Committees on the Judiciary on S. 1362, H.R. 3269, and H.R. 
3270, 78th Cong., 1st and 2d Sess. Pts. 1-6, esp. Pt. 6, 637-640 (1943-1944). In a letter to Senator 
Radcliffe, President Roosevelt stated that his administration was “not sponsoring Federal legislation to 
regulate insurance or to interfere with the continued regulation and taxation by the States of the business 
of insurance.” 91 Conc. Rec. 482 (1945). 

“© Documents of Assembly of State of N. Y., 134th Sess., Vol. XX, No. 30, Pt. I, 125 (1911). 

“°See Note, 33 Gro. L. J. 70 (1944). In Osborn v. Ozlin, 310 U. S. 53, 65 (1940), Mr. Justice 
Frankfurter observed: “Government has always had a special relation to insurance. The ways of safe- 
guarding against the untoward manifestations of nature and other vicissitudes of life have long been 
withdrawn from the benefits and caprices of free competition.” 

5° PRocEEDINGS, NATIONAL ASSOCIATION OF INSURANCE CoMMISSIONERS 45 (76th Sess. 1945). 
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be avoided, there must be reasonable uniformity in the rates. Such uniformity can be 
obtained only by cooperation in obtaining statistical data and in the promulgation of rates 
based thereon. This result can be obtained only through concert of action. 


Uniform state statutes embodying such principles were finally recommended by 
the National Association of Insurance Commissioners and an All-Industry Commit- 
tee, formed at the request of the Commissioners, on which every interest in the 
business was represented. 


A. The Regulatory Laws 
1. Rating Laws: The recommended Uniform Rating Laws were substantially fol- 
lowed by the legislatures in almost all jurisdictions. Material changes were made 
in a few states. Rate regulation now exists in every state with respect to fire in- 
surance and in every state but Idaho for casualty insurance, fidelity and surety lines, 
and inland marine insurance.** 


51 Noteworthy variations are: In some states (e.g., Texas, Louisiana and Virginia) the state makes 
the rates for many lines; in California and Missouri, rates are filed upon demand by the Commissioner; 
in Montana rates must be filed only when made by a combination of insurers. 

52 Ara. Cope ANN. tit. 28, §§355-361, 362-387 (fire and marine), 388-411 (casualty) (Supp. 1947); 
Aaska Comp. Laws ANN. tit. 42, §§42-4-1—42-4-21 (fire and marine and casualty combined) (1949); 
Arizona CopE ANN. c. 61, §§61-1000—61-1118 (fire and marine), 61-1200—61-1217 (casualty) (Supp. 
1949); ARK. Stat. ANN. tit. 66, §§66-401—66-416 (fire and marine), 66-417—66-433 (casualty) (1947); 
Ca. Ins. Copé §§1850-1860.3 (fire and marine and casualty combined) (Supp. 1949); Coto. Stat. ANN. 
c. 87, §§285-300 (fire and marine), 301-317 (casualty) (Supp. 1949); Conn. GEN. Sra. tit. 42, §§6123- 
6137 (fire and marine), 6202-6217 (casualty) (Rev. 1949); Det. Rev. Cope c. 20, Art. 11, as added by 
c. 161, Laws 1947 (fire and ‘narine and casualty combined); D. C. Cone tit. 35, §§35-1401—35-1409 
(fire), Pub. L. No. 541, 80th Cong., 1st Sess. (casualty and inland marine) (Supp. 1948); Fra. Srar. 
tit. 35, §§629.01—629.24 (fire and marine), 630.01—630.12 (casualty) (1949); Ga. Cope ANN. tit. 
56, §§56-2001—56-2020 (casualty), 56-2101—56-2118 (fire and marine) (Supp. 1947); Hawan Rev. 
Laws tit. 21, §§8551.01—8551.17 (casualty), 8552.01—8552.16 (fire and marine) (Supp. 1947); It. 
Rev. Star. c. 73, §§1065.1-1065.18 (casualty), 1065.19—1065.35 (fire and marine); IpaHo Cope tit. 
41, §§41-2001—41-2018 (fire and marine) [Idaho has not enacted a casualty rate regulatory law] 
(1947); Inv. Stat. ANN. tit. 39, §§39-520I—39-5219 (casualty), 39-5220—39-5238 (fire and marine) 
(Supp. 1949); Iowa Laws 1947, ¢. 259 (casualty), c. 260 (fire and marine); Kan. Gen. Stat. ANN. 
c. 40, §§40-925—40-943 (fire and marine), 40-1111—40-1123 (casualty) (Supp. 1947); Ky. Rev. Stat. 
c. 304, §§304-601—304-617 (fire and marine), 304-625—304-644 (casualty) (1950); La. Rev. Srar. tit. 
22, §§1401-1422 (fire, marine and casualty combined) (1950); Me. Rev. Star. c. 56, §§291-309, as 
added by c. 274, Laws 1947 (casualty), §§273-290, as added by c. 275, Laws 1947 (fire and marine) 
(1944); Mp. Cope Ann. Art. 48A, §99A (fire and marine), §140A (casualty) (Supp. 1947); Mass. 
Laws ANN. c. 174A (fire and marine), c. 175A (casualty); Micu. Comp. Laws, c. 545, §§545.1—545.20 
(casualty), c. 546, §§546.1—546.18 (fire and marine); Minn. Laws 1947, c. 119 (casualty), c. 120 (fire 
and marine); Miss. Cope tit. 22, §§5817-5834 (fire), 5834-01—5834-14 (casualty) (Supp. 1948); Mo. 
Rev. Stat. §§5971-5989 (fire) Laws 1948, S.B. 144 (casualty) (1939); Mont. Rev. Cope tit. 40, 
§§40-2401—40-2416 (fire and marine and casualty combined) (1947); Nes. Rev. Strat. c. 44, 
§§44-1401—44-1442 (casualty), 44-1443—44-1486 (fire and marine) (Supp. 1949); Nev. Ins. Act, 
Art. 15A, §§121-121P (fire and marine and casualty combined); N. H. Rev. Laws, c. 329-A, as added 
by c. 235, Laws 1947, c. 329-B, as added by c. 261, Laws 1947 (fire and marine and casualty combined); 
N. J. Star. ANN. tit. 17, §§17:29A-1—17:29A-28 (fire and marine and casualty combined) (Supp. 
1949); N. M. Srar. c. 60, §§60-611—60-627 (fire and marine), 60-628—60-644 (casualty) (Supp. 
1949); N. Y. Ins, Law, Art. VIII, §§180-189 (fire and marine and casualty combined); N. C. Gen. Star. 
ANN. c. 58, §§58-125—58-131.9 (fire), 58-131.10—58-131.25 (casualty), 58-131.26—58-131.33 (mis- 
cellaneous) (Supp. 1949); N. D. Rev. Cope tit. 26, §§26-2801—26-2818 (casualty), 26-2901— 
26-2917 (fire and marine) (Supp. 1949); Onto Cope ANN. §§9592-1—9592-18 (fire and ma- 
rine), 9592-19—9592-35 (casualty) (1948); Oxxa. Srar. tit. 36, §§881-891 (casualty), 911-929 (fire and 
marine) (Supp. 1949); Ore. Comp. Laws ANN. tit. 101, §§101-2001—101-2019 (casualty), 101-2101— 
101-2118 (fire and marine) (Supp. 1947); Pa. Stat. ANN. tit. 40, §§1181-1199 (casualty), 1221-1228 
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Virtually every word of the rating statutes was the subject of extended discussion 
and debate. Abbreviated summaries of the laws hence serve little value and the pre- 
cise text of each section should be reviewed in connection with particular problems. 
We may note, however, that in broad outline the fire and other regulatory statutes 
provide that: 

1. Rates must meet certain standards (they cannot be “excessive, inadequate or 
unfairly discriminatory”). 

2. Rates must be filed with the State Insurance Commissioner, who is granted 
various powers if they fail to meet the statutory standards. 

3. Companies need not combine in rating matters, but may do so if their 
organizations are licensed and supervised by the state.™ 


The statutes vest various supplemental powers of administration and enforcement 
in the State Insurance Commissioner. They contain appropriate provisions relating 
to notice, hearing, and judicial review for all interested parties. 

In the North Little Rock case, previously discussed in this article, the Arkansas 
rating law involved was the model statute recommended by the N.A.LC. and the 
All-Industry Committee. The plaintiff contended that the statute did not constitute 
proper regulation within the meaning of the McCarran Act, that it authorized 
coercion and intimidation in violation of that statute, that it violated a provision of 
the State Constitution forbidding “monopolies or perpetuities,” and that it conflicted 
with the state antitrust laws. The United States District Court overruled all of 
these contentions and its judgment was affirmed as correct by a unanimous Court of 


Appeals. 

2. Fair Trade Practices: Twenty-six states™ have enacted “fair trade practices” legis- 
lation intended to regulate such activities and hence to effect an ouster of the Federal 
Trade Commission Act. The usual state statute of this type first prohibits certain 
enumerated unfair acts and practices (such as false advertising, defamation of 





(fire and marine) (Supp. 1949); P. R. Acts 1948, Act No. 218 (fire and marine and casualty combined); 
R. I. Laws 1948, c. 2088 (fire and marine), c. 2089 (casualty); S. C. Ins. Law, Art. 10, §§8108—8108.17 
(fire and marine), Art. 11, §§8109—8109-19 (casualty) (1947); TENN. CopE ANN. tit. 14, c. 6, §§6356.1 
—6356.19 (fire and marine), 6356.20—6356.31 (casualty) (Supp. 1949); Tex. Rev. Civ. Srar. tit. 78, 
Arts. 4878—4905c¢ (fire and marine), Art. 4698a (casualty), Art. 4682b (motor vehicle) (1948); Uran 
Cove ANN. tit. 43, §§43-18-1—43-18-15 (fire and marine and casualty combined) (Supp. 1949); Vr. 
Rev. Stat. tit. 42, c. 394, §§9274—9286 (fire, marine and casualty) (1947); Va. Cope tit. 38, c. 8, 
§§39-194—38-218.12 (fire), c. 8.1, §§38-247—38-253.42 (casualty), c. 8.2, §§38-253.43—38-253.88 
(inland marine and sprinkler) (1950); Wasu. Rev. Stat. ANN. tit. 45, Art. 19, §§45.19.01—45.19.43 
(fire and marine and casualty combined) (Supp. 1947); W. Va. Cope ANN. c. 33, Art. 4A, §§3381(1)- 
3381(9) (fire and marine), Art. 15, §§3472(47)-3472(67) (casualty) (1949); Wis. Ins. Laws c. 203, 
§§203.32(1)—203.32(17) (fire and marine), c. 204, §§204.37—204.55 (casualty); Wyo. Comp. Star. c. 
52, Art. 14, §§52-1401—52-1418 (fire and marine), Art. 15, §§52-1501—52-1518 (casualty) (Supp. 
1949). 

5° This is in accord with the expressed desires of Congress, which during Committee consideration of 
the McCarran Act emphasized that Congress did not intend to “require or encourage” the several states 
to enact legislation which would compel any insurer to become a member of a rating bureau or charge 
uniform rates. See H.R. Rep. No. 68, 79th Cong., rst Sess. (1945). 

5* Ark., Colo., Fla., Ga., Ind., Ky., La., Me., Md., Mass., Mich., Minn., Neb., Nev., N. H., N. J. 
N. M., N. C., Pa., S. C., S. D., Tenn., Utah, Wash., and Wis. 
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competitors, rebates, etc.). The Insurance Commissioner is empowered to issue cease 
and desist orders against violations, after due notice and hearing. The statute fur- 
ther contains a general prohibition of acts which the Commissioner finds, after 
hearing, to be unfair or deceptive. These may be reported to the Attorney General 
of the state, who is empowered to commence court proceedings to enjoin and restrain 
their continuance. 


3. Inter-Locking Controls: Ten states®> have passed statutes designed to deal 
with the types of inter-locking controls which are forbidden by the Clayton Act. 
These laws usually provide that interlocking directorates and purchases of other 
company stock are authorized unless competition would be substantially lessened or 
monopoly be created thereby. 


4. Unauthorized Insurers: One of the more difficult problems under state regulation 
has been how to supervise effectively the activities of unauthorized insurers, such 
as companies doing solely a “mail order” business conducted outside the state. 
Even since enactment of the McCarran Act re-affirming state regulation, the Federal 
Trade Commission has been disposed to enter this field. It did so on February 3, 
1950, when fair trade practice rules relating to the advertising and sales promotion 
of mail order insurance were promulgated by the Commission to become effective 
thirty days thereafter. The rules were the outgrowth of a general industry confer- 
ence of mail order insuters held in Chicago in December, 1947 and were adopted 
subsequent to a public hearing held in Washington, D. C., in May, 1949. 

Various state statutes concerning the activities of unauthorized insurers and their 
agents existed even prior to the McCarran Act. In order further to cope with 
this problem, a uniform bill known as the Unauthorized Insurers Process Act has 
been proposed by the N.A.I.C. and the All-Industry Committee. The statute pro- 
vides a method of substituted service of process upon unauthorized insurers and 
defines conduct which constitutes “doing business” in a state for purposes of juris- 
diction. Laws based upon this model have been enacted in fifteen states.* 


5. Accident and Health Regulation: All states but two™® require the filing and 
approval of policy forms for accident and health coverage. The general pattern of 
regulation authorizes the Commissioner to disapprove, after notice and hearing, any 
form containing inequitable or deceptive provisions. To implement statutory re- 
quirements and to secure greater uniformity in administration, the National Associa- 
tion of Insurance Commissioners has adopted an Official Guide governing the filing 
and approval of policy forms." The development of a greater degree of uniformity 


55 Cal., Conn., Ill., Ind., Mass., N. H., N. J., N. Y., Pa., and Wash. In some states, e¢.g., Tennessee, 
this subject is covered in the Fair Trade Practice Law. 

5 See conviction of such an agent in Robertson v. California, 328 U. S. 440 (1946). 

57 Cal., Conn., Fla., Ga., Ill., Iowa, Kan., Me., Md., Mich., Neb., N. H., N. Y., Pa., Texas. 
Such statutes probably are constitutional. See Travelers Health Ass’n v. Commonwealth of Virginia, 339 
U. S. 643 (1950). 

5® Alabama and Tennessee. 

5° See Proceepincs, N.A.L.C. 271-285 (77th Sess. 1946). 
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in existing statutory regulation of this segment of the insurance business is presently 
under study by the N.A.I.C. 


Vv 


Tue Furvure: A Critique 


We have reviewed the succession of events which led insurance to seek increased 
governmental supervision of its affairs. The comprehensive nature of the new regu- 
lation, superimposed upon a pyramid of other state statutes governing an insurer’s 
affairs from birth through life to death, has been noted. What will be the effect 
of vesting in fifty-two separate Insurance Departments these new broad powers over 
an interstate industry? Can so complex a system, essentially created as a legal answer 
to a legal problem, function in a practical manner so that insurance may meet the 
demands of the insuring public? 

The texts of the new regulatory laws do not provide the answer. The general 
enactment of uniform statutes, substantially following state laws under which 
the industry had survived for many years, was necessary. Such action prevented 
chaos, but it could not assure success of the system. Nor would the future of the 
industry be altered by minor changes in the statutes, advocated as vital by pleaders 
of special interests. 

It has been well said that the life of the law has not been logic, but experience. 
Such also has been and will be the history of insurance. The statutory provisions 
may be helpful or harmful, but in no event will they be determinative. This is 
especially true because we are dealing with administrative law. Recognizing law as 
a rule of action, we must realize that the enactment of administrative statutes is not 
so important as their interpretation and administration. A knowing or willful admin- 
istrator, armed with a simple statute, is a more potent force for good or evil than the 
ordinary man charged with enforcement of a comprehensive and seemingly rigid 
code. 

Experience since the laws became effective means little. First, like the single 
blessing often accompanying woes, the industry generally has shared in the prosperity 
of the nation. While losses were great, the premium income rose in such fashion 
that responsible insurers did not strain for every additional insured or agent. There 
have been increased signs that this condition has been changing, but until now a 
desperate need for new business has seldom driven companies or producers to the 
weapons of the hungry. 

Furthermore, the Insurance Departments granted these great new powers have 
approached their responsibilities with commendable wariness. This cannot be 
charged simply to lack of appropriations or unfamiliarity with the laws. In the best 
traditions of all insurance, they have exercised restraint. The industry accordingly 
has not yet felt the full potential impact of such regulation as could be achieved under 
the statutes. 


*° See Proceepincs, N. A. I. C. 393-394 (79th Sess. 1948); Id. at 299-315, 404-415 (80th Sess. 1949). 
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There have been events with significance for the future. We can note the grow- 
ing necessity in every line of insurance for national rating procedures with ultimate 
direction at a national level; the not unexpected provincialism which has led those 
in some states to close their eyes to all beyond their borders; the resistance of 
orthodox industry groups to the necessary but unorthodox; perplexities created as 
multiple line operation changes to a reality from a theory. Examples of all these 
spring to mind. 

So, too, general lines of contention are being drawn in the rating forums: The 
stock companies complain of increasing and unrealistic rigidity; the mutuals, of 
insufficient uniformity; the independents, of being asked too many questions. Be- 
hind the usual cries of “free enterprise” and “public interest” lies the desire of all 
for the maintenance of a position enabling them to compete for a fair share of the 
business. No one of the contenders can afford to permit the new laws to become 
a boon to their competitors or the means of their own oppression and gradual ex- 
tinction. 

All of these are important and to each could be devoted a lengthy treatment. 
But they remain problems of a specific nature, to be solved by advocacy, negotia- 
tion, reasonable compromise, and, at most, amendments to the various regulatory 
statutes. In a survey such as this, it would appear appropriate to examine other 
matters of fundamental principle, matters which will determine whether the present 
system of state regulation will continue or be discarded. At times it seems academic 
and unrealistic to speak in terms of general principle rather than the immediate 
and practical issues. Yet premises come before conclusions. Rather than attempt to 
determine here the specific problems, let us consider five basic relationships. It is 
upon the proper maintenance of these that the survival of state regulation depends. 

First is the relationship of the states to the Federal Government, specifically the 
Department of Justice and the Federal Trade Commission. There should be no 
temporizing or cavilling here. If the system of state regulation is to be given a fair 
trial, it must be attempted without continual interference by federal authorities. The 
Federal Trade Commission recently issued a six-volume report on the status of 
state regulation of insurance, an objective study properly undertaken to determine 
the extent of F.T.C. responsibilities. If any evidence were needed, the report as- 
suredly demonstrates that least required at the moment are more laws or directives by 
more public authorities. The report enumerates the almost fantastic number of 
statutes and administrative rules under which the industry now labors. There are no 
such statutes and administrators governing the daily actions of the ordinary industries 
policed by the F.T.C. Moreover, if a federal agency ever were created to supervise 
the affairs of insurance, a tremendous staff of men trained in its specialized prob- 
lems would be required. For an agency with general powers and duties to enter 
such a field would be tragically shortsighted. 

It further must be clearly understood that the present state rating laws are 
diametrically opposed in letter and in spirit to the Sherman Act. Unrestrained 
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competition is not to be applicable to the insurance industry under existing law. 
Whether the business could or should live directly under the Sherman Act is no 
longer open to question. It was advocated by the Department of Justice at the 
time of the S.E.U.A. case, was considered by Congress, and since has been considered 
by every state legislature. The McCarran Act and the new rating laws expressly 
approve regulated violations of the federal antitrust laws, such as the operation of 
the traditional insurance rating bureau. This is true even in those states whose 
statutes seemingly pay lip service to the Sherman Act theory. Except for boycott, 
coercion, and intimidation, any act repugnant to the federal antitrust laws may be 
authorized by the states so long as public regulation is provided. This is a basic fact 
which should not be avoided apologetically as something vaguely wrong; it should 
be publicly stressed again and again, so that all may understand that every legis- 
lative body in the United States has determined that it is not in the public interest 
to have the Sherman Act apply to the business of insurance in the unqualified man- 
ner in which it affects the ordinary industry. 

So long as state regulation exists, the federal agencies must wholeheartedly co- 
operate with state authorities. If complaints are received, they should be referred to 
the appropriate State Insurance Departments. As a matter of law, with minor ex- 
ceptions no federal regulatory agency may act with respect to a matter concerning 
insurance until it has been determined that no regulation by state law exists. But 
as a matter of policy, the federal agencies should not take formal action on an in- 
surance problem until at their request the National Association of Insurance Com- 
missioners has reviewed it and admitted that it lies beyond their regulatory powers. 
There can be few such admissions. 

The relationship among the several states is probably the most complex, in theory. 
Fortunately, the National Association of Insurance Commissioners provides an 
established and vigorous organization capable of acting as a vehicle for effective 
interstate cooperation. There accordingly is no mechanical problem. What remains, 
however, is the question whether the individual Commissioner will abide by general 
decisions after his return to his home state. It is fundamental that every state re- 
main sovereign, and it is expected that decisions will be made in the light of local 
conditions. These are among the very reasons why Congress has ordained that the 
states, and not the Federal Government, shall regulate insurance. However, with 
respect to interstate rating, national standard policy forms, and other similar prob- 
lems, state authorities must bear uppermost in mind that they are regulating an 
interstate industry. If the present system is ever substantially altered, it may be 
attributed to a considerable extent to those who took the narrow view and sought 
every pretext to maintain it. A certain amount of this is inevitable. However, it 
remains the continuing task of the National Association to obtain generally uniform 
action on matters of interstate importance. The pitfall to be avoided, of course, is 
proceeding too far in this respect and creating central bodies with such broad 
negative powers, and such a lack of affirmative powers, that the industry would find 
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itself faced by the disadvantages of federal regulation with none of the advantages. 
While the entire problem is difficult and omnipresent, it appears that the leadership 
of the National Association is meeting it with wisdom and foresight. 

The relationship of the states and the industry is vital. Substantial dislocation 
would result in a dismal countrywide panorama of public hearings, charges, counter- 
charges, injunctions, and writs. What are the principles which must prevail? In last 
analysis the most important is that both government and industry understand that 
every right is accompanied by a correlative duty. We live in an era when most 
talk is about rights and little about duties. The Commissioner or executive whose 
exclusive concern is to find his rights and assert them, does a grave disservice. 
Statutory requirements are important, but equally important is awareness of. the 
principle as a necessary rule of conduct for fair play. The Commissioner may have 
the right to issue an order, but he has a duty not to do so until he has given to those 
affected fair notice and an opportunity to be heard. The insurer may have the 
right by “flash filing” to issue a policy which cannot be set aside, but it has the duty 
not to do so when it knows that indefensible discrimination will result. 

Government and industry meet only through men. Intensive state regulation 
of an interstate industry presents tremendous human problems, delicate and taxing. 
They will be resolved only by good faith, an appreciation of the problems faced by 
the other man, and fairness blessed with a touch of charity. 

The relationship of the components of the industry to one another is next. It 
would be too much to expect’ the spirit which generally characterized All Industry 
activity to continue indefinitely. A turning market brings into sharp relief the 
basic differences in interest between stock and mutual companies, the organized and 
unorganized, the agent and the broker. Yet these are disputes as old as the in- 
dustry. The new regulatory laws may create more problems, but the insurance 
industry has demonstrated in the past that its components can battle hard but fairly. 
Probably the most difficult such problem presented by the S.E.U.A. decision and 
remaining unanswered is acquisition cost. The present situation is desired by few; 
it was born not of reason but historical accident. Continuing study must be given 
so that a sound solution is available when action is imperative. 

The final relationship we consider is that of insurance and the American public. 
In varying ways the public is represented by the Insurance Departments, producers, 
and others. But here we speak of it in the broadest sense of all within insurance and 
all outside it. 

Insurance has passed through a severe crisis. It is history now that it faced and 
survived that crisis with remarkable facility and vigor. The remedy selected is being 
given a fair trial. It is reasonable to hope that we are entering a period wherein 
there can be a return of concentrated effort devoted to the true business of insurance. 

For a few years most of the industry was on the defensive. Justifiable institutions 
and practices born of necessity were to be jettisoned because of legal theories and an 
all-pervading fear. Legal opinions were executive decisions. The time for that is 
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past. We are an industry which today is probably more free of unethical conduct 
than any other of comparable size; yet we are subjected to more public aan 
and are the victims of more discriminatory legislation. 

The future for insurance is bright. It will remain so if the industry continues to 
go forward. The public demand for its services and resources grows greater each 
year. New forms of protection are sought by the public; in new areas of social 
security, the private insurance industry is being given an opportunity to demonstrate 
its worth. These challenges must be met. American insurance must be able to 
fill every new demand, must market the right product at the right price. Without 
casting sound judgment aside, we must never reject the new simply because it is 
untried. 

A sorely beset industry has overcome unprecedented hazards and difficulties. 
While the future is not wholly untroubled, this is a time for insurance to recognize 
that many of its greatest threats are over and that its future lies in demonstrating 
to the general public that it is a great and essential industry, worthy of protection 
and support. 














THE RATE-MAKING PROCESS IN PROPERTY AND 
CASUALTY INSURANCE—GOALS, TECHNICS, 
AND LIMITS 


C. A. Kuip* 


The general title of this symposium is Regulation of Insurance, but it is no acci- 
dent that most of the papers deal with one aspect or another of insurance rates and 
their regulation. So central indeed is the rate to the concept of insurance or risk- 
pooling that an adequate treatment of insurance regulation cannot avoid it. It is the 
special purpose of this paper to present an analysis of the objectives of the actuary or 
rate-maker; of the technics he devises; and of the handicaps, technical, social and 
other, he must surmount or ignore to achieve these objectives. We seem constantly to 
forget it, but it is no more fair to judge the rate-maker’s product without reference 
to his goals than that of any other craftsman or professional, and unless his limits as 
well as his objectives are kept plainly in the foreground he will often be criticized 
for failing to do the impossible, or even the unnecessary and undesirable. It is not 
possible nor desirable to carry this emphasis on technical, vis-d-vis legal principles 
beyond a certain point, but as far as is practicable the approach in this paper will 
be in terms of the former. Insurance is a technic or a principle before it is a business, 
and it is a business before it is a legal institution. The present paper will center on 
the principles on which both business and institution rest and without which neither 
would be possible. 


I 
NATuRE AND FUNCTION OF THE INSURANCE RATE 


The premium or rate is the price charged for insurance. (There are technical 
differences between them, but for the present purpose the two will be used inter- 
changeably.) The rate has essentially only two functions. It should produce total 
funds sufficient to cover the insurer’s obligation; it should distribute the cost of in- 
surance fairly among insured persons. We expect today that a rate will meet both 
tests, but the first is clearly the more important. The essential requirement of in- 
surance is that it be sure; actuarially this means that on the average the rate must 
be sufficient to meet losses and insurer expenses of administration. Historically this 
is also by far the older function, and naturally so, because a scheme designed to pool 
risks and increase the margin of certainty in human affairs that cannot be counted 
on to pay off at 100 per cent is hardly better than no insurance at all. The first 
obligation of the insurer is to keep solvent. 

But there are reasons for this primacy of rate adequacy even more intimately con- 


*B.S. 1917, Wharton School, University of Pennsylvania; A.M. 1921, Ph.D. 1924, University of 
Pennsylvania. Professor of Insurance, University of Pennsylvania. Contributor to professional journals. 
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nected with the business, as distinct from the science of insurance. A rate that errs 
on the redundant side is naturally the first objective of the insurance pioneer, when 
costs still are unknown and when insurance would hardly be available at all were it 
not for the willingness of the enterpriser himself to take considerable risk. Generally 
speaking, the newer the insurance and the fewer the number of individual risks 
insured, the greater the emphasis on rate adequacy. The special case of the life 
insurance rate is discussed below. 

The second major requirement of a sound rate—that it share insurance costs 
fairly among those insured—has been a much later technical development. Rates 
designed to be fair as well as adequate had to wait for the development of credible 
experience and indeed of the science or art of the actuary itself; making a fair rate 
is technically a far more complicated process than making one that is simply ade- 
quate. Competition, it is sometimes said, may work in the direction of fair rates, 
but the force of competition, to say the least, is slow and its direction uncertain, and 
it has as often as not produced rates neither fair nor adequate. 

Sometimes rates are required to meet additional tests, but on examination these 
are discovered either to be sub-tests to those we have been discussing or to be of 
very minor importance. A rate or rate structure, for example, should be, it is said, 
reasonably responsive; that is, it should not be so out of date that it represents risk 
conditions no longer in effect. Since (see below) all rates with one exception are 
prospective in character—rates based on the past are applied in the future—the rate- 
maker must always be alert to the possibility that his rate under today’s conditions 
is too high or too low. But this is only another way of saying that the rate no 
longer represents a fair allocation of cost among insured risks and is therefore in- 
equitable. A sound rate or rate structure should also be stable. For technical, apart 
from all other, reasons, a rate that jumps erratically from period to period (par- 
ticularly, as in casualty insurance, where the typical period of coverage is one year 
and rates are revised annually) is unsound and undesirable. An unstable rate is 
evidence either that the basic rate data lack credibility or actuarial reliability or that 
the rate-maker is incompetent or both. In either event the adequacy of the rate is 
also in jeopardy. 

Finally, a rate may be expected to encourage the reduction of loss. Sound in- 
surance principle requires, however, that this objective be kept clearly secondary to 
those of equity and adequacy. Insurance after all is a device to pool risk and share 
losses. To the extent that the insurer can soundly and fairly combine provision of 
safety incentives with this fundamental purpose of insurance, very good. But the 
condition definitely limits the role of the rate as a safety incentive. When safety 
is made the main end of the rate structure, this end, as in workmen’s compensation 
schedule rating, may indeed be achieved but at the price of so great a failure in rate 
equity that (with rare exceptions) it has had to be abandoned. On the other hand, 
if the safety objective is kept subordinate to these other objectives, the effectiveness 
of the safety incentive is greatly restricted. This is because the amounts of reward 
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and penalty that can fairly and safely be offered the insured will not be large enough 
to influence his attitude toward his risk. 

The statutory standards for acceptable insurance rates broadly parallel the techni- 
cal requirements we have been discussing. Quite commonly the statutory statement 
of the first standard is that the rate must be adequate but that it must not be un- 
reasonable, that is, unreasonably high for the risks to which it applies. There is an 
upper as well as a lower limit to adequacy. The equity standard is commonly 
expressed in language such as the following: 


No rate shall discriminate unfairly between risks involving essentially the same hazards 
and expense elements or between risks in the application of like charges and credits. 


The first statute in this country to regulate insurance rates, the Kansas fire rate 
law of 1909, included both anti-discrimination and adequacy-reasonableness stand- 
ards.” The great majority of early rate laws, including the New York law of 1911, 
however, included anti-discrimination standards only.* In passing it is interesting 
to note that insurers perceived the advantages of adequate fire rates much earlier 
than did the state legislatures. The latter indeed had been attempting for years 
through anti-compact laws applied to insurance, to assure that rates, as a result of 
insurer combination and monopoly, would not be too high. 

This discussion of rate standards would not be complete without a word on the 
reasons for restricting the subject of this paper to insurances other than life. The 
fact is that the making of life insurance rates, as distinct from other features of the 
life insurance business, is not regulated directly at all, and when it is regulated in- 
directly, as through reserve standards, the rates are regulated with reference to their 
adequacy only. It has sometimes been surmised that one reason for this exemption 
is the superiority of life insurance loss and exposure data as measures of insurance 
cost. But this explains why life insurance rates can be made with relative confidence 
of their adequacy rather than why it has not been necessary for the state to assure 
that they are so made. The history of assessment life insurance suggests that there 
must be other and stronger reasons for the exemption of the life actuary from rate 
regulation. More to the point is the preference of technician, insured person, and 
legislature for a rate exceedingly simple, even crude; one that ignores for the great 
mass of insured persons all criteria of risk except that of age. All things equal, 
the cruder the rate structure the sounder, and for a risk as long in term as that of 
life and with so much of weal and woe hanging on the expectation that the contract 
will some day be honored in full, a precisely equitable rate is far less important than 
an adequate rate. This same preference for adequacy is illustrated in the immense 
popularity of the participating life contract, the rate for which includes a loading 
intended to provide a margin for policyholder dividends but which in the meantime 
raises the rate well above that of non-participating contracts. It is hardly a qualifica- 

2N. Y. Ins. Law §183(c). 


*Crarence W. Hoses, XXVIII Proceepincs Casuatty AcTuaRIAL Society 346-348 (1942). 
* Louis H. Pinx, THE Prosrem or Rates 4 (1942). 
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tion on this point either to note that the redundancies and crudities of the life 
participating premium may later be corrected through dividend schedules that may 
attempt a more precise allocation of cost among insured classes. These dividend 
schedules are not subject to state regulation except as to their application, and 
while they give the opportunity for further rate refinement, neither law nor public 
demand assure that they do so. State regulation of life insurance reserves, it should 
be noted, is an important indirect control on the adequacy of the life rate structure, 
and all the more because the rationale of life reserve statutes is that the insurer at 
all times must estimate, and protect, his outstanding liabilities prospectively. But 
life reserves, however carefully established, provide guarantees of adequacy only, 
none of equity. 


II 
Kinps oF INsuRANCE Rates 


Insurance rates may be classified from several points of view. One of the most 
fundamental is on the basis of what may be called the insured unit, that is, broadly 
stated, whether the rate is computed as a broad average for all risks that have 
approximately the same loss-producing characteristics or separately for the individual 
risk. (By individual risk the actuary means the combined exposures of a single 
insured.) Stated more precisely, since insurance rates even for the individual risk 
must be made by application of the law of averages, the distinction is one based on 
the extent to which the rate paid by the individual insured is affected by experience 
other than his own. It is a little difficult to find names for either of these rates. It 
may come as a surprise to the non-specialist, accustomed to regarding insurance 
as one of the exact sciences, but the terminology of insurance is the very reverse of 
standard, descriptive, and orderly. The same technical term, schedule rate, for 
example, is used in different insurances with quite different meanings; other terms, 
group, for example, have both a variety of technical meanings as well as a general 
one. In the analysis that follows careful distinction needs to be made, therefore, 
between the concepts that underlie rate-making technics and the various names that 
may be given to their local and special application. 

Rates for the very great majority of risks in all lines are made, and in the nature 
of the case must be made, not for the individual risk but as averages for the mem- 
bers of a group of risks with essentially the same loss-producing characteristics. 
Manual rates in workmen’s compensation and automobile insurance; fire insurance 
class and blanket rates; rates on the individual in life and disability insurance, are 
examples, Likewise, schedule rates in fire insurance, which result from the applica- 
tion to large and complex individual risks, of schedules of debits and credits reflecting 
the good and bad features of the risk. The rate here is applied, it is true, by examina- 
tion of the individual risk, but it is clear that the function of the schedule—to identi- 
fy, classify, and rate identically all individual risks having similar construction, ex- 
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posure, and occupancy characteristics—is to produce a rate based not on the actuarial 
characteristics of the individual risk but on what might be called its family char- 
acteristics. Other examples of this kind of rate, despite surface dissimilarities, are 
the much simpler schedules used in burglary and glass insurance. Even though 
the term group has been applied in life and disability insurance in rating the indi- 
vidual risk, the kind of rate we have been discussing is most accurately described as 
a group rate. 

The essential reason that most risks must be rated on the basis of broad group 
averages is that alone each risk is so small that its individual experience lacks the 
credibility or actuarial reliability essential to a sound rate structure, hence the combi- 
nation in classes of risks with broadly the same loss-producing characteristics. To 
the extent that the individual risk is large enough to develop credible experience of 
its own, both good business practice and equity require that the risk be freed from 
multi-risk averages and put on its own. The criterion of risk size is the number of 
exposure units: number of workers or dollars of payroll in workmen’s compensation; 
number of workers in group accident and health; number of automobiles in auto- 
mobile fleet, and so on. As exposure units increase in number for the individual 
risk, the rate-maker finds theoretically and empirically that he can put more and 
more weight on its experience, less and less on the family averages. In this kind 
of rate-making the actuary does not of course ignore averages; what he does, as 
individual risk credibility rises and falls, is shift the relative weights of the group 
experience and of the individual risk. In workmen’s compensation prospective ex- 
perience rating for example, even of those relatively few risks that meet the mini- 
mum requirements of eligibility, the great majority are not completely eligible. To 
the extent that the individual risk cannot establish 100 per cent credibility for its 
experience, to that extent does the rate-maker have to combine with individual ex- 
perience the experience of the group to which it belongs. Even if the risk qualifies 
for self-rating—is so large that group experience is ignored entirely—the system re- 
mains one of averages. This essential tie between group and individual risk ex- 
perience is shown also by the fact that in workmen’s compensation prospective ex- 
perience rating the individual risk rate is computed as a debit or credit on the 
manual or group rate, never as an independent calculation. Another evidence of 
this use of the group averages as controls is that no prospective rating plan is con- 
sidered sound that does not produce as many dollars of premium over the average 
as below: the reduction in total premium for better-than-average risks must equal, 
but no more than equal, the increase in total premium for poorer-than-average. 
Retrospective experience rates, it is true, are calculated with no direct reference to the 
manual or group rate, but this exception is apparent rather than real since the result 
of the rate-making process here is essentially a variety of self-rating, and is sound only 
to the extent that the individual risk establishes its own experience credibility.* 

Examples of individual risk rates are prospective experience rating in workmen’s 


“For an explanation in greater detail, sec C. A. Kutp, CasuaLty INsurANCE 574-576 (rev. ed. 1942). 
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compensation, automobile, and liability insurance; schedule rating in workmen’s 
compensation insurance; and in part retrospective experience rating now applied 
in workmen’s compensation, automobile, and general liability insurance. Indi- 
vidual risk rate plans have had wide development in casualty insurance, where in 
recognition of their equity objective, they are often referred to as merit rates. They 
have not been applied, except very crudely and partially, in fire insurance at all. 

To trace all the reasons that account for this difference between fire and casualty 
insurance would require space out of proportion to the importance of the subject in 
this paper. A few general indications will suffice. The most important reason, per- 
haps, is the superiority of the actuarial materials available to the casualty, and par- 
ticularly workmen’s compensation and liability, rate-maker, which at one and the 
same time reveal to him, and to the insured, the inequities of the manual rate in the 
individual case and a way to correct them. The compensation-liability rate-maker, 
for example, unlike the fire, has relatively objective units of exposure, no problem 
of under-insurance. Casualty lines also represent for the average insured a much 
higher proportion of personal or business expenses; casualty costs show much wider 
variation than fire from year to year and between the best and the poorest members 
of a classification (for example, large and small compensation risks); and individual 
casualty risks are much more often large enough to give individual risk experience 
a high degree of credibility and to suggest, in combination with the other character- 
istics we have listed, the possibility and the desirability of self-insurance, always a 
potent influence on the attitude of the rate-maker. The casualty insured takes a close 
interest in his rates; the actuary must also. Finally, the art or science of casualty 
rate-making, like casualty insurance itself, is a recent development. From the be- 
ginning the casualty actuary has worked in a business and social atmosphere in which 
it was taken for granted that he would use the most precise actuarial tools available, 
that the insured (and the beneficiary) has a stake in the rate-making method at 
least as vital as that of the insurer, and that the equity of a rate is at least as im- 
portant as its adequacy. In this connection it is revealing to note that despite 
hundreds of years of fire insurer precedence, the profession of fire actuary is still to 
appear. The casualty actuary dates from the opening of the second decade of this 
century. 

Ill 
Rate-Makinc TECHNICS 


A. Loss Ratio 


What I have been discussing up to this point are the kinds of rate that result as 
the end-product of the rate-making process. More important for the present purpose 
is consideration of the method, technic, or philosophy the rate-maker applies in 


® Workmen’s compensation schedule rating is properly classified as individual risk rather than group. 
While debits and credits are assigned after an engineering inspection of the loss-producing characteristics 
of the individual risk, the process is applied only to those few members of the classification eligible, and 
the resulting net debit or credit is applied to the average or manual rate for the classification. 
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producing this end-product. Again there are essentially only, two approaches: the 
rate may be the result of applying the loss ratio method, the pure premium method, 
or a combination of the two. As the discussion that follows will show, what some- 
times is referred to as a third approach—that of judgment—is more accurately de- 
scribed as a subfactor entering necessarily and in various degree into the two basic 
technics. 

The older of the rate-making technics is the loss ratio: the new rate or average 
rate level for multi-groups is determined by comparison of actual with expected or 
permitted loss costs and an adjustment upward or downward of the old rate to bring 
the new rate in line with the most recent experience. This is the method traditional 
in property insurance including fire, marine, burglary, glass, and power plant; it 
continues, without the justification in property insurance lines, as the principal 
technic in commercial accident and health insurance. It will be illustrated by a 
simplified analysis of the method of making glass rates used by the National Bureau 
of Casualty Underwriters. 

The glass rate (like any other) is made of two main elements: that part in- 
tended to cover losses, or pure premium; that part intended to cover expenses. At 
the time of the last pre-World War II examination of this rate structure by the New 
York Insurance Department® the per cent of total premium set aside for losses, or the 
expected loss ratio, was .423; the ratio for administrative expense and profit was .577. 
For the calendar years 1934-1938 the actual loss ratio—the proportion of premiums 
written for the 5-year period used to pay losses as distinct from administrative ex- 
penses—for the state of New York was .362. That is, other things equal, the general 
rate level charged under the rates in force would appear to be too high to pay losses 
expected by the difference between .423 and .362 or by approximately 15 per cent. 
All other things equal, therefore, a reduction of 15 per cent in the state-wide glass 
insurance rate level is indicated. But as this revision illustrates, other things are 
usually not equal, and a 15 per cent reduction is justified only if the probabilities 
are strong that the experience of the 5-year period past will be exactly reproduced 
in the period for which the new rate is calculated. If, for example, there have been 
rate reductions downward during the experience period, actual loss ratio figures 
unless adjusted will understate the true loss level because the same number of in- 
sured units of glass exposure will produce a lower total of premiums than is shown 
in the historical data, though, other things equal, they will produce the same number 
of dollars of glass loss. Because there was such a reduction, the actual loss ratio in 
this revision was adjusted to .395, which produced an indicated rate level reduction 
of 7 per cent. The role of the judgment factor in making rates by the loss ratio 
technic is illustrated by the fact that no attempt was made in this revision to take into 


* At that time, the name of the organization was National Bureau of Casualty and Surety Under- 
writers. A pre-war example has been selected because the report of the only examination since that 
time, of July 1, 1947, covers principally the war years when normal actuarial procedures and controls, 
particularly for smaller premium volume lines, had to be sharply curtailed. 
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account the effect on losses of policy liberalizations effective with this same revision, 
or of other minor changes which might be expected to raise the actual loss ratio. 
The reduction in the state-wide rate level approved by the New York Insurance 
Department was approximately 6 per cent.” 

The influence of the judgment factor on this kind of rate-making is shown also 
in the action of the New York Department in the 1947 fire insurance revision, which 
against a permitted loss ratio of .475 approved a general rate increase of 8 per cent 
instead of the indicated 4 per cent increase because of an upward trend in building 
costs. Another example is the policy of the New York Department not to approve 
rate revisions unless the indicated change is more than 2, per cent up or down nor 
to approve revisions of more than 25 per cent.® 

This brief exhibit suggests the advantages and limitations, the strengths and 
weaknesses, the inherent as well as some of the acquired characteristics of the loss 
ratio technic. It is first and foremost an exceedingly simple approach, as simple 
as the simplest arithmetic. It is in fact not a method of making rates at all but a way 
of revising rates from time to time with an eye principally to assurance of an ade- 
quate over-all rate level. The essence of a fair rate structure however is an equitable 
system of classified risks; in this respect the loss ratio technic is very defective because 
it provides only a most indirect and uncertain guide for deciding whether a given 
individual risk belongs in this classification family or that. 

The test of risk homogeneity is whether over an appropriate period the members 
of a family of risks are likely to develop—reasonably—like loss experience. One 
way of deciding this is to look at the risks—the fire rate-maker calls this inspection— 
and by the application of a mixture of experience, acumen, and instinct called under- 
writing judgment, estimate their loss potentialities. This way is used most widely, 
and most justifiably, in marine insurance where objective materials for making 
rates are least available and where every risk more or less is unlike every other. 
Another way is to compute for each risk or each group of risks a pure premium 
expressed as so many dollars of loss cost per unit of exposure, for example, per 
hundred dollars of workmen’s compensation payroll, per automobile, per thousand 
dollars of burglary protection. The advantage of the pure premium approach is 
twofold: underwriting results are expressed directly in terms of units of exposure 

and not, as in the loss ratio, of dollars of premium; there are no limits except those 
of practicability to the degree of refinement with which loss and exposure data can 
be manipulated, and thus to the extent to which the actuary may push his search 
for homogeneity. At each revision he calculates a brand-new rate from the ground 
up; with the loss ratio technic he adjusts an old rate which itself is assumed to have 
been equitable. Under the pure premium technic the actuary can make any number 
of combinations he wishes of his data; he can, and does, combine, divide, and revise 


TINSURANCE DEPARTMENT, STATE OF New York, II REPoRT ON EXAMINATION OF NATIONAL BUREAU 
oF CASUALTY AND SuRETY UNDERWRITERS 209-211 (1941). 

® Water F. MarTINEAv, THE REvIsION OF Fire INsuRANCE RaTEs 15, 20, 25 (address given before 
Rating Personnel at Richmond, Va., September, 1947). 
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his classifications as experience indicates. He will of course end up with rates for 
risk classifications, but in the meantime he is much less apt to be averaging the dis- 
similar. Since the most reliable test of homogeneity is similarity of loss experience, 
this approach to rate-making, even though the majority of individual risks develop 
no credible experience of their own, is the most nearly ideal. It does not, as we shall 
see, suit all kinds of insurance, but where it can be applied there is no question of its 
technical superiority. Unlike the loss ratio method it gives the rate-maker a rela- 
tively precise tool that he can use to achieve a rate not only adequate in general 
level but equitable among risks and risk groups. 

The loss ratio technic operates on the assumption that risk homogeneity is 
established when on the average the combined risks in each classification require the 
same proportion of total premiums to pay losses. Now while it is obvious that this 
may show equity of insurance cost allocation between classifications, the technic 
offers the rate-maker slight opportunity to determine whether the individual mem- 
bers have been put in the proper classification in the first place. Modern standards 
of rate equity require equity among classification members as well as between mem- 
bers of different classifications. He could, were he so minded, push his analysis of 
experience further and further back until he reaches the individual risk, and in prin- 
ciple the further the rate-maker pushes his analysis of loss ratio figures the nearer 
his results could be made to approximate those of the pure premium technic. In 
fact, the loss ratio rate-maker is not interested in precise actuarial-statistical analysis, 
and indeed is often openly suspicious of it. The reasons are various. He does not 
of course admit that he is not as eager for rate equity as the pure premium actuary. 
His argument is partly that the rate-making problem in his lines makes the pure 
premium method inapplicable; partly that his rates in the long run are just as 
equitable, and more often adequate. There is in fact something to be said for this 
argument. Take first the technical reasons. In general the rate-maker deals with 
lines in which the exposure unit is very defective, for example, dollars of insurance 
value in fire and burglary insurance. Sometimes as in glass and burglary insurance 
he is handicapped by small volumes of exposure, often exaggerated by a multi- 
plicity of loss causes that further dilute the credibility of the experience. Sometimes 
as in fire, power plant, and some burglary lines, loss frequency is low, which has 
additional repercussion on the reliability of the averages. 

It would be naive indeed to conclude however that the only reasons for the 
failure to make use of, or at least to experiment with, pure premium rates are techni- 
cal. The reasons at least as often are traditional. The position of the fire companies 
on two much milder suggestions for improving the fire rate structure will illustrate. 
For years the New York Insurance Department has been urging, not the abandon- 
ment of the loss ratio approach, but two proposals designed to assure greater equity 
of fire insurance rates derived by the loss ratio method. One of these is adoption of 
a more orderly and more precise system of classifying experience and one bearing a 
closer relationship to the fire rates charged. Following enactment of a new rating 
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law in New York, successive Superintendents since 1934 have repeated that “a review 
of fire insurance rating systems reveals two weaknesses: lack of proper statistical 
information and rating methods unsupported by statistical experience.”® The in- 
dustry has been reluctant to accept either the facts alleged or the recommendations. 

The reader may judge for himself to what extent the argument of the opposition 
is technical or traditional-emotional. The extreme wing of the opposition goes so 
far as to call fire rates made on classification experience “. . . a major threat to an 
orderly: and equitable rating procedure.” The argument in part is that since fire 
“hazard is potential as well as active” (loss figures do not accurately measure fire 
risk), fire rates made on classified experience would not be equitable. “Classified 
statistics simply have no vitally important part in rating . . . [In fire schedules] 
individual charges are empirical—arbitrary—but they are uniform and relative and, 
fairly applied, do establish relative fire hazard.” Equity, that is, means equity of rate 
application, not equity built into the rate structure itself. However incorrect any 
individual charge or credit, the entire system of charges and credits is equitable 
because all risks are treated alike for the same characteristics. 

- The major role of judgment in this kind of rate-making is evident. But even 
were it possible to use loss and exposure data on a classified basis, the last author 
would still avoid it because of his fears of rate inadequacy. “There is no assurance 
whatever that the experience of next year will even approximate the same pattern [as 
that of the past]. After all, it is our business to measure the likelihood of future losses 
—not to pay for last year’s business.” This amounts to arguing that rates made on 
classified experience—“a plan to gather yesterday’s gardenias”—are rates made by 
clockwork, without benefit of judgment, of trend analysis, of data adjustment of any 
kind. It is also even stronger proof that judgment is the principal ingredient in the 
fire rate structure. Despite really remarkable advances in fire construction and fire 
fighting in the last 50 years, the shadow of Mrs. O’Leary’s cow seems actually to grow 
longer rather than shorter. 

There are however signs of progress. As a result of the collaboration of the 
New York Department, the National Association of Insurance Commissioners, and 
the Insurance Executives Association, a revised and improved classification system 
was finally adopted in 1947 and is now in use. It is much too early to judge its re- 
sults, but ex-Superintendent Dineen expects from the expanded list of 115 classifi- 
cations “a more equitable apportionment of rates among all classes. Certainly the 
increased number of classes should lead to better grouping and prevent the old system 
of lumping together classes of risks which had little or nothing in common.”"! For 
the first time premiums will be reported on the earned as well as the written basis, 
and losses incurred as well as paid, an advance toward improvement of rate-making 
at least as important as that of the new classification plan itself. 


° PINK, op. cit. supra note 3, at 17. 
*° Eugene F, Gallagher, “Fire Insurance Rating Problems,” address, Ohio State University, April 30, 


1945. 
41 Ropert E. DINEEN, Five Steps To BETTER Fire INsuraNcE RaTEs, AMERICAN MANAGEMENT Ass’N 


Ins. Ser1Es No. 76, 3 (1948). 
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The second official recommendation for improving the equity of fire rates is that 
the rate level for all classes should be required to meet a uniform expected or per- 
mitted loss ratio standard. The enormous difference in attitude toward rate-making 
between fire and casualty insurance is nowhere better illustrated than by the fact 
that a uniform permitted loss ratio has been standard practice for the latter from 
its beginning, and that in the former the issue is now being bitterly debated and is 
not yet settled :’? 

The use of a formula . . . has been consistently opposed by the fire insurance business. 
The reason most commonly advanced is that the fire insurance business in the past has 
operated on broad general averages and that high loss ratios on some classes and low loss 
ratios on others are to be expected. 

It is not to be expected of course that every year every classification will in fact 
produce precisely its expected loss ratio; the reference in the quotation is to a policy 
of expected loss ratio differentials deliberately set by the companies: 

I am referring to those classes which as a result of business policy consistently produce 
high profit ratios while others produce low profit ratios or even losses. 

A by-product of this policy deplored by the Department as another variety of 
inequity is the practice, when general rate level revisions are made, of applying 
horizontal increases or decreases without reference to the disparities, often consider- 
able, in loss ratios between classifications. It requires no lengthy analysis to arrive 
at the conclusion of the Superintendent of New York that “Unless a [uniform per- 
mitted loss ratio] formula is used on a class-by-class basis there is no way that we 
know to obey the requirement of the law that equity shall be done between classes.”** 

The New York Department reports even that “from time to time we have en- 
countered the anomaly of having rating organizations resist increases which were 
warranted on the figures and at the same time oppose reductions when they were 
required.”?® 

Actual fire loss ratios for Pennsylvania for 1942-1946 illustrate the inequities 
that may result from an unregulated insurer policy of differential permitted loss 


ratios.?® 
Per Cent Losszes Pain oF PREmituMs WRITTEN 


Class With 
All Highest Cost Lowest Cost Largest Premium 
Classes Class Class Volume 
Preme protected............. 33.2 125.7 14.2 29.1 
og eee 45.2 84.4 13.1 36.6 
Brick and frame protected..... 35.0 82.7 10.3 28.9 
ME Sed AK eonceusbys 39-5 301.5 7.2 17.0 


For the five years ending with and including 1948 the Pennsylvania state-wide 
fire loss ratio on the written-paid basis was reported as .3975. Insurance Commis- 


427d, at 15. 18 Ibid. 
14 Ibid. 15 MARTINEAU, Op. cit. supra note 8, at 13. 
36 MippLE DEPARTMENT ASSOCIATION OF FirE UNnpERwrITERS (unpublished manuscript). 
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sioner Malone, in announcing his approval of revised rates effective October 1, 1949, 
emphasized the point that, although the over-all result of the revision was a 7 per 
cent average decrease, the rate changes ranged from increases of 25 per cent to de- 
creases of 20. (The permitted loss ratio in Pennsylvania is 45 per cent.) That the 
Pennsylvania Department believes that the loss ratio technic should be used more 
effectively toward rate equity is shown by Malone’s statement that:17 

We have reached the place where each class’of business should pay its own way and not 


be carried by other profitable classes. In other words, home owners should not, and will 
not in the future be compelled to carry the load for the more hazardous risks. 


The insurers may reply that class equity is more than a matter of comparative 
loss ratios, and they are right. It is true, for example, (see page 519) that some classes, 
residence for example, incur more administrative expense than others, and thus show 
a smaller profit than the loss ratio data suggest. Since the loss ratio method assumes 
a uniform relation of insurer administrative expense to loss costs, this amounts to 
saying that one kind of inequity, incalculable and uncontrolled, tends to cancel 
another. The loss ratio rate-maker indeed is no better prepared with precise data 
on expense differences by class than of loss differences. The method does not pre- 
clude detailed analysis of insurer adminstrative expense, but it is a fundamental 
assumption of the method that such analysis is not needed. Until it is forthcoming, 
however, loss ratio rate-making permits inequities in both loss and expense allocation. 

Analysis of the loss ratio method has proceeded to this point without detailed 
reference to another feature that is often associated with it in a rate structure, the 
fire rate schedule. As we have seen, the loss ratio method is best suited to, and is 
primarily used, for assuring adequacy of rate level. This means that a given rating 
pian, fire schedule for example, may combine the simplicity of the loss ratio prin- 
ciple with methods of risk classification the very reverse of simple. These rate 
schedules have advantages and limitations of their own and will therefore be con- 
sidered separately. 

The principal criticisms aimed at the fire rate schedules used in the eastern part 
of the United States are that they are too complex; they are too cumbersome; their 
application is too expensive; their end-product is not an equitable distribution of loss 
costs among insured risks. On the first point “.. . all the experts in our [New York] 
Department believe that it is possible to work out simpler methods in which the 
loss experience should be given more weight.”"* ‘There may be, there are, im- 
portant factors inherent in the underwriting situation that explain some of the com- 
plexity and cumbersomeness of these fire schedules; what the New York Department 
is saying is that the factors do not amount to a caveat in perpetuity against analysis 
and experiment. The same Department in reporting on its examination of the New 
York Fire Rating Organization concluded on this point that:’® 


** Statement by James F. Malone, Jr., announcing approval of 1949 rate revision, quoted Weekly 
Underwriter, September 17, 1949, p. 643, August 6, 1949, p. 291. 

18 PINK, op. cit. supra note 3, at I. 

28 INsuRANCE DEPARTMENT, STATE OF NEw York, REPORT ON EXAMINATION OF THE New York Fire 
RatinGc ORGANIZATION 121 (1946). 
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Having got into the elaborate system of schedule rating the fire insurance rating organiza- 
tions have found it extremely difficult to make changes and adjustments to keep in line 
with actual experience. The general attitude has been to retain the complicated schedule 
rating systems with estimates of numerous elements of hazard the costs of which are 
unknown. The rating organization is opposed to change. . . . 


A major collateral defect is that they fail grievously in attempting or producing 
rate equity: 
[Schedule] rate changes that have been made have largely been the result of pressure 
and agitation from various groups and associations of assureds, agents or companies. 
Some of the changes were the result of pressure to meet competition of other insurers. 
Other rate adjustments, long overdue, were not made until requested by the Insurance 
Department. 


if 


Another form of inequity lies in the application of the schedules, in “rating 
practices arising out of competitive situations. ...”*? There is no way of measuring 
this, but the extent of inequity arising through inappropriate use of the schedules 
is probably as great as that arising from the defects of the schedules themselves. 

The obstacles to a more rational and equitable fire schedule considered solely as 
a method of risk classification are, as we suggested earlier, very real. On risks 
exposed to many and complex loss-producing factors and developing as low a loss 
frequency as fire, average.rates in the sense of the pure premium method are prob- 
ably not possible. The fire insurance business is on sound ground when it argues 
that it has a difficult rate-making job; it is vulnerable though when it accepts its 
handicaps as permanent and, far from attacking them boldly, erects them into in- 
surance dogma. Time and time again the New York Department has urged the 
fire insurers to look more carefully into the technics used by their casualty colleagues. 
To this, and to more specific recommendations for improvement of the schedules, 
response to date has been slight. The hopeful side of the situation is that not all 
the obstacles, perhaps not the greatest obstacles, are technical, and traditional bar- 
riers, given the will and time, can be broken down or surmounted. We need time 
to adjust for the fact that:?? 


For many years the fire insurance companies had operated without state supervision of 
the rate-making process... . Many of the rate-regulatory officials . . . did not appreciate 
the importance of classified experience for rate-making purposes. 


Already the New York Department sees “less emphasis on bargaining and more 
on objective analysis of the experience.”** The Insurance Executives Association, a 
group of top stock fire officials, is working experimentally on a revised fire rate struc- 
ture that combines the judgment basis of rating the loss-producing features of the 
complex individual risk with a uniform expected loss ratio for setting the rate level. 
It may be years before even this relatively mild reform wins approval by industry 
and supervisory officials, but the fact of willingness to experiment in making fire 


20 Pink, Op. cit. supra note 3, at 18, 91 MARTINEAU, Op. cit. supra note 8, at 14. 
22 Ibid. °8 Ibid, 
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rates is something new in the fire insurance world. Application of the pure premi- 
um technic in upstate New York to low-value homogeneous fire classes is another 
indication of a gradually changing company attitude toward the fire rate problem. 
An imponderable of incalculable influence that may be counted to work toward more 
scientific fire rates is the infiltration of the fire companies, particularly as a result of 
expanding company underwriting powers under the new multiple line laws, by 
statisticians and actuaries trained in the casualty tradition. 


B. Pure Premium 


The central characteristics, and some of the advantages and limitations of the 
pure premium technic have been suggested, by contrast at least, in preceding pages. 
A brief analysis of its application by the National Council on Compensation In- 
surance in making workmen’s compensation rates for Virginia will supply a more 
specific demonstration.” 

The rate-maker using the pure premium technic sometimes determines his classi- 
fication relativities first, sometimes the rate level; the choice is one of technical 
convenience. In the rate revision of our example, that of manual rates effective 
1949-50, he chose to set the rate level first, that is, to make his best estimate of aggre- 
gate compensation costs for all Virginia insured employers for the period of rate 
application—one year beginning July 1, 1949. No single step in any rate-making 
formula illustrates so clearly not only the use of large amounts of judgment but the 
need for and the possibilities of statistical-actuarial technics as controls on such 
judgment. In setting the rate level, the compensation actuary has problems peculiar 
not only to insurance, fire as well as casualty, for which the price must be set well 
in advance of the date of sale and delivery of the product, but to the liability lines 
where insurer liability is not only deferred but indefinite. He must, to begin with, 
determine rate level between 6 to 9 months before the first day on which the rates 
will be applied and as much as 21 months before the last policy runs out at the rate 
level chosen. This would still be a comparatively simple matter, but in the spring 
of 1949, when the new rate structure was created, he had also to reckon with the 
fact that the latest years for which he had available even fairly mature experience 
were policy years 1945-1946. (Policy year experience is that for all policies written 
in the calendar year of the same number, that is, the last policy in policy year 1946 
will run out December 31, 1947.) To use even this experience is of course not 
practicable without testing it statistically in every way possible. These tests, for 
example, are required to determine the relation between initial reports of and fully 
developed loss figures for the purpose of adjusting the former (this results from the 
deferred nature of the compensation insurance obligation), and to determine trends 
(both in the experience period and for the year of rate application) in order to 


**National Council on Compensation Insurance, Memorandum re Rate-Making Procedure as 
Applied to the Determination of Virginia Manual Rates, April 6, 1949, and related memoranda and 
other materials. 
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apply correction factors to pure premiums to bring them up or down to the new 
cost level. In this revision the rate level selected was one approximately 7 per cent 
below that of the rates in force for the year ending June 30, 1949. 

But the rate structure must not only be adequate, it must also fairly represent 
differences in insurance cost among employers. The most important basis of em- 
ployer grouping in workmen’s compensation is the classification, which may repre- 
sent all employers whose workers are exposed to the same industrial process, like 
blast furnace operators; or (a cruder average) in the same industry or business, as 
watch manufacturing; or employing workers in the same occupation, for example, 
clerical employees and chauffeurs. The Virginia 1949 filing comprised 475 classi- 
fications. 

For each of these classifications the actuary computed a pure premium from 
adjusted 1945-1946 policy year losses and payroll data—dollars of compensation losses 
per $100 of payroll. Consistent with the standards the compensation actuary sets 
himself, loss figures were put on the incurred, vis-a-vis the paid, basis, a refinement 
absolutely essential not only for rate equity but for rate adequacy, since the typical 
compensation claim is paid in installments, often months and years after the claim 
is incurred, and to keep his accounts on the cash income-disbursement basis would 
be to invite bankruptcy. By the same token, premiums were put on the earned, not 
the written, basis. Ideally each classification would have a payroll exposure large 
enough to produce results 100 per cent credible or actuarially reliable. Within a 
single state, however, few classifications can be expected to show perfect credibility. 
The pure premiums of the majority cannot be taken at face value. The rate-maker 
has in this situation two alternatives. The older, and now practically passé, is to 
combine multi-state experience for the same classification, on the assumption that 
the advantages of broadened payroll exposure will more than counter-balance the 
admitted disadvantages that follow when (however competently executed) adjust- 
ments are made to take account of loss-causing factors affecting the same industrial 
classification differently in different states. 

The other and more recent approach to this problem, taken over from automobile 
insurance rate-making, is to apply to the pure premiums developed for each Vir- 
ginia classification a table of experience credibility. To the extent that the classifica- 
tion on the most recent evidence falls short of full credibility, the actuary applies 
his controls as it were in depth and not, as in the other approach, in breadth. For 
example, any Virginia classification showing aggregate expected serious (death and 
permanent disability) losses equal to 50 times the average serious award in the 
state is regarded as perfectly autonomous. As aggregate expected losses for the 
experience period fall below this standard the pure premium indicated for the indi- 
vidual classification for this period is weighted less and less, with compensating 
increases in the weight attached to the pure premium now being charged this same 
classification. That is, instead of matching the experience of non-autonomous classi- 
fications in Virginia with that for the same classification outside the state, this 
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method matches Virginia loss costs indicated on the latest data with Virginia cur- 
rently charged loss costs. The assumption underlying this decision—a judgment 
factor—is that it is sounder to avoid the inequity inherent in the combination of 
multi-state experience than the instability and inadequacy that may result from in- 
sufficient local exposure.*® 

The following exhibit will illustrate application of the National Council credi- 
bility formula to Classification 2014 (Milling of Grain). Because they represent 
quite different loss-producing factors and over time may develop different trends, 
the compensation pure premium was computed in 3 parts: for serious, non-serious, 
and medical losses: 


Pure Premium Data, Vircinia CLASSIFICATION 2014 


Serious Non-Serious Medical Total 
ROR er 02 .29 27 58 
Underlying current rate, 
at new rate level........... 17 31 .28 76 
PER TLL Sciwiy ssison webu. 9 oe 17 .30 .28 75 
Serer eee 17 .30 28 75 


The effect of the credibility formula, E? = W%, in which E equals the volume 
of expected losses in a classification (expressed as a per cent of volume of expected 
losses required for full credibility), and W equals a given per cent of credibility, 4o, 
for example, is to give proportionately less credibility and less weight to the most 
recent experience of the classification as the total of its expected losses drops below 
the standard for full credibility. In this example serious losses showed no credibility 
at all, so the most recent indication (which was very far out of line with the under- 
lying pure premuim) was ignored, and the formula pure premium was the result 
of weighting the underlying premium 100 per cent and the 1945-1946 premium zero. 
Non-serious losses with a pure premium of .29 showed 40 per cent credibility which 
combined with a 60 per cent weight for the underlying premium of .31 produced a 
formula premium of .30. The credibility of current medical premium was 50 per 
cent, hence a formula pure premium of .28. 

In the interest of rate stability the actuary selected in each case the middle figure 
in each pure premium series. Thus, another example of the judgment factor, but 
as is typical in the use of judgment in the pure premium technic, the judgment 
enters into selection of statistical-actuarial materials and plan, not in making the 
rate itself. 

Since, unlike the case for those made by the loss ratio method, these rates cover loss 
costs only, the actuary next added an allowance for profit (Virginia permits 24% per 
cent of final premium) and for expense (40!4 per cent of the same base), and a 
catastrophe loading (a flat charge of one cent per hundred dollars of payroll charged 
every classification alike). The result is the manual rate. 


*° Compare the rationale applied by the New York Insurance Department in testing the credibility of 
fire experience. “Where the credibility for 5 years is inadequate we resort to 10 and even 15 year 
figures and to out-of-state figures. As a last resort we sometimes combine classes [within the state] 
to get a broader statistical base.” MARTINEAU, op. cit. supra note 8, at 16. 
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Even this highly skeletonized example of the pure premium method makes it 
clear that while the principle of the loss ratio method is simple and even crude, that 
of the pure premium is complex and relatively precise. But where in application 
the loss ratio technic may be complex indeed, as in the fire rate schedules, that of 
pure premium is extremely simple. The latter in fact is sometimes under attack 
because, as in automobile liability manual rates, the rate reflects only a few loss- 
producing factors—the most important being territory—and ignores others, for ex- 
ample, the record of the individual driver, that to the laymen would seem to have a 
major bearing on loss costs. To criticism of this kind the actuary has several answers. 
The strongest perhaps is that in making rates he is bound to emphasize the averages 
because the great majority—in number—of the risks for which he is making rates 
present little or no individual risk credibility, and the fewer sub-factors he introduces 
into the rate structure the more dependable and equitable his pure premiums. He is 
on ground all the solider in this position because the superiority of his rate materials 
and the objectivity of his technic permit him to analyze and collate his pure premium 
data in any number of combinations, and he can give specific objective answers to 
hundreds of questions which under the loss ratio technic must remain forever un- 
answered. The point is here not that the actuary is always right—in the last analysis 
this must be a matter of judgment—but that the pure premium approach permits 
him to introduce any desired degree of precision and complexity and that he can 
show the critics his work at every stage of his computations. In incorporating the 
expense allowance in the final rate, for example, he need not, as under the loss ratio 
method, apply the allowance as a flat per cent of final premium, but may and does in- 
troduce such variations as expense constants and expense loadings scaled inversely by 
size of premium. 

A collateral answer to the critics on this point is that when the individual risk 
can qualify for individual rating, it is sounder and more equitable to take account of 
significant inter-risk differences in this way. The fact is that for the great majority 
of risks their similarities with other risks are far more important than their differ- 
ences. 

Because the actuary periodically, in compensation and automobile liability annu- 
ally, recomputes pure premiums, he is again in a strong position when he has to 
justify his rates to the Commissioner and the buying public. 

The objections to the pure premium technic are essentially the same as those 
urged against classified experience, and, like those, come chiefly from the fire in- 
surers. The “statistical approach” is wrong because it does not produce sound, mean- 
ing adequate, rates. There is a strong inference too that “statistical rates” are made 
by application of exclusively mechanical formulae:*® 


Past experience is of great value but has definite limitations. Sound rates cannot be made 
on the basis of experience alone. Judgment, other statistics [sic] and all other relevant 
factors are of equal or of greater importance. 

° Vestal Lemmon, quoted Weekly Underwriter, May 28, 1949, p. 357. 
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It is implied also that the pure premium rate-maker indulges in unnecessary and 
wasteful elaboration: “. . . in the end it will lead to unreasonable burdens on the 
companies”; and that by forcing uniform rates and covers it will stifle competition.” 
On the last two charges it is relevant to cite casualty experience. Casualty liability 
forms are highly standard, but the record is clear that standard forms, however 
induced (the compensation policy by statute, the automobile by voluntary insurer 
agreement), in that field have not produced either a decline in competition or less 
service to the insured, and the burdens on the insurers have not been unreasonable 
either. 

The first of these charges is the most serious. It highlights clearly the fact that 
refusal to admit the virtues of “statistical rates” is due essentially to the belief that the 
statistical-actuarial materials are defective as indicators of loss costs, and thus that 
the major ingredient in the rate must be judgment. To a remarkable extent indeed, 
the difference between the loss ratio and pure premium technics is one of the relative 
importance of the judgment factor. The loss ratio method, it is fair to say, and 
whatever the justification, makes judgment the main test of a proper rate. Judg- 
ment is the principal criterion for classifying risks, for fixing schedule debits and 
credits, for selecting expected loss ratios, and for setting the general rate level. In 
pure premium rate-making the function of judgment is essentially to assist the actu- 
ary to select the statistical-actuarial materials and the technical processes he will 
apply to them, not to select the rate result. Judgment, that is, is important pri- 
marily in setting up the rate-making plan, but once it is adopted the actuary gives 
the plan, as it were, its head. Ex-Superintendent Dineen has put the contrast between 
the two technics in this way:?8 
In the casualty business there is general agreement on the elements and factors entering 
into a rate revision. Some elements of judgment are necessarily a part of the revision, but 
many of the steps are largely mechanical. The reverse has been true in the fire business. 
Great stress—and sometimes too much—has been laid on the element of judgment, not 
only as to the rate structure itself but as to its components. 


IV 


State Rate REcuLATION: STANDARDS, Issues, UNsoLveD ProsLeMs 


As other papers in this symposium will show, the function of the state in the 
United States is, generally speaking, not to make rates but to see that they are made in 
accord with statutory standards of equity, adequacy, and related criteria. (Excep- 
tions are Louisiana, where casualty but not fire rates are made by the state;?° Texas, 
automobile and workmen’s compensation rates;*° and Massachusetts, compulsory 
automobile liability rates.**) That the intent of the typical state law is not only to 
stop far short of rate-making, but, by stating rate standards in extremely broad terms, 

*7 Russet, H. Matruias, Casuatty RaTE REGULATORY Laws AND ADMINISTRATION (1950). 

*® DINEEN, op. cit. supra note 11, at 20-21. 

2° La, GEN. STAT. §§4030.06, 4030.05 (Supp. 1949). 


®° Texas STAT. tit. 78, arts. 4682b, 4907 (Supp. 1949). 
*? Ann. Laws Mass., c. 175, §113B (1948). 
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to make plentiful allowance for every variety of insurer and insurance situation, is 
evident from the statement that accompanied the All Industry-Insurance Commis- 
sioners Casualty and Surety Rate Regulatory Rate Bill, now generally the law 
throughout the country :*” 


Principles of State Regulation of Casualty and Surety Rates 


Casualty insurance is constantly changing. It is impossible to anticipate changes which 
may become desirable. For this reason it is preferable to establish principles of regulation 
within which administrative authority can exercise a broad discretionary power, rather 
than to set forth details which, under changed conditions, might stand in the way of 
desirable developments in rate-making. 


The section of the standard rate regulatory law (hereafter referred to as rate law) 
on the Making of Rates provides inter alia that:** 


Due consideration shall be given to past and prospective loss experience within and 
outside this state, to catastrophe hazard if any, to a reasonable margin for profit and con- 
tingencies, to dividends, savings or unabsorbed premium deposits . . . to past and pro- 
spective expenses both countrywide and those specifically applicable to this state, and to 
all other relevant factors within and outside this state. 


Rates shall not be excessive, inadequate or unfairly discriminatory. 


The Illinois statute for example copies this language verbatim except that, following 
the recommendation of the All-Industry Committee (but not of the Insurance Com- 
missioners), it inserts the word underwriting before profit* The California 
statute, which covers fire and casualty rates in the same law, also follows the recom- 
mended language but expands the omnibus provision at the end to include “all other 
factors, including judgment factors, deemed relevant within and outside this state,” 
and provides that “in the case of fire insurance rates, consideration may be given to 
the experience of the fire insurance business during the most recent 5-year period for 
which such experience is available.”* 

The broad terms of the rate laws leave, it is clear, a large margin of responsibility 
to insurers and state regulatory officials. Technically this responsibility for the in- 
surer is not new; it has rather been spelled out in a law. It is important, in view of 
the attack by the conservatives on the new rate laws, to keep in mind that for the 
most part the laws do nothing more than put into statutory form the requirement of 
compliance with standards that every rate-maker should observe without compulsion. 
The rate laws do not create the need for sound and equitable rates. They compel 
more careful scrutiny by the state of the rate-maker’s methods. This does not of 
course amount to saying that the new laws will require no change in insurer, or 
supervisory, attitudes and policies. If this were so the laws would be useless. The 

*8 All-Industry Committee, Casualty and Surety Rate Regulatory Bill, Explanatory Memorandum, 


October 23, 1946. 
** National Association of Insurance Commissioners, Casualty and Surety Rate Regulatory Bill §3 


(1946). 
*4IuL. Stat. ANN. tit. 66.1128(3), §456(1) (Supp. 1947). (Italics supplied.) 
35 Car. Ins. Cope §1852(b) (Supp. 1949). 
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significance of the imposition of legal sanctions by the rate laws is moreover increased 
immeasurably because for the first time in this country rate results will no longer 
be judged solely on the record in a few states. They will be judged not only in each 
state (in casualty insurance with the exception so far of Idaho) but on the way the 
states are able to coordinate their individual laws into an acceptable national plan. 

In evaluating the new rate laws, four issues assume major importance. In broad 
terms they may be stated as the issues of (1) the rights and obligations of the inde- 
pendent insurer vis-a-vis rate bureau members; (2) the conforming vis-a-vis the 
deviating member of the rate bureau; (3) the propriety and amount of an allowance 
in the rate structure for underwriting profit; and (4) the proper relation between 
insurance rate and size of risk. The first three are related most frequently to the 
setting of the general level of rates and in turn of what we have called group or 
classification rates; the last, to determination of the rate for the individual risk. All 
have to do generally with both the loss and expense elements in the rate, but the 
second and fourth are particularly concerned with expense. Under the rate laws 
the expense element in the rate must meet the same standards as the loss content. 

All these issues require in one way or another examination of the difficult and 
delicate distinction between rate standards and rate uniformity. It is natural in the 
circumstances, but it does not make for sound conclusions, that the distinction 
has too frequently not been made. Indeed, as we have seen, it has been alleged that 
rate standards soon or late will result in uniform rates, uniform policy forms, and 
even the end of competition. This reasoning ignores the fact that rate standards are 
not the same as uniform rates, that the new laws pertain to standards for rates, and 
that there are many kinds and degrees of rate standards. 

It is a fair generalization that the purpose, and the effect, of the rate laws is not 
to achieve uniform rates but, as a condition precedent to application of equity and 
adequacy standards, to assure collection and interpretation of rate materials on a 
uniform basis for all insurers whether they choose to join a rate bureau or not. The 
point is not of basic importance, but it is of some interest to note that there are 
segments of the insurance industry itself that by no means accept the inference of 
rate law critics that even uniform rates would be either unsound or illegal. The 
mutual casualty companies for example take the position that:*® 


There is nothing inherently wrong in price uniformity itself [citing United States Supreme 
Court decisions on the Sherman Act in other fields]. The casualty insurance business is 
fundamentally one in which standardization is the rule rather than the exception.... A 
substantial degree of uniformity, at least to the loss portion of the rate, is in the public 
interest in the casualty insurance business. 


The position of the mutuals, as the last sentence suggests, is not unrelated to their 
competitive advantage, but it is a sound one. Uniform rates, it should be noted, in 
this connection refer to initial rates, that is, rates before policyholder dividends if 


8° SpecIAL COMMITTEE ON LEGISLATION, AMERICAN MUTUAL ALLIANCE, MEMORANDUM ON STATE REGu- 
LATION OF CasuaLTy INsuRANCE Rates 41-44 (November 1947). 
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any. State rate laws in fact, as we shall see presently, permit variation by the indi- 
vidual insurer from uniform rates both in advance of the period of coverage and at 
the end. 

It would be naive of course to suggest that imposition of standards on so vital a 
part of the insurance transaction will have no repercussions on other parts of the 
insurance transaction, and these repercussions, immediate and potential, must be 
kept in mind if the rate laws are to achieve their purpose. The complexity and 
pervasiveness of the rate process are admitted; the underlying assumption of these 
laws is that it is better to regulate, as it were, from the center of the insurance trans- 
action outward rather than from the circumference toward the center. It is a sound 
one. 

A. Independent-Bureau Member 


The independent insurer—he who chooses not to join with others in maintaining 
joint facilities for collecting rate information and making rates, as well as for other 
inter-insurer functions—has long been a power, particularly in the casualty business. 
To the spur of the independent and to the open or implicit threat of the more inde- 
pendent-minded bureau members to resign when bureau agreements and policies 
seem restrictive, must be credited most new ideas (good or bad) in casualty insurance. 
The independent has been far less important in fire insurance. The new rate laws*? 
in a dozen ways, some general, some specific, make it plain that their purpose is not 
to discourage the independent insurer. Independent insurers, for example, are per- 
mitted to make their own rate filings, and no insurer is required to join a rate 
organization.** At the same time, a rate bureau must permit any insurer the right 
to subscribe to its rate-emaking services, and members and subscribers may adopt 
individual systems of expense allocation. This last in particular is an extremely 
potent safeguard of the independent position, since cost competition in fire and 
casualty insurance centers on differences in insurer expense of operation rather than 
on loss costs. 

The reactions of the independents to the new laws must be judged against the 
background of the important fact that in the majority of states these laws represent 
their first experience with rate regulation. Some independents are not assured 
that the laws protect their managerial rights and responsibilities adequately. “Gov- 
ernment, acting through the medium of state insurance commissioners, has no right 
to dictate the detailed price structure of insurance companies.”** In principle there 
is likely to be no disagreement on this statement, but in interpreting it everything 
depends on the content one gives the key words, dictate and detailed. The same 
question of the meaning of words arises in the demand of the same author that 

*7In the following discussion specific citations to the All-Industry-Insurance Commissioners Bill 
and related documents and to state Jaws are omitted. The interested reader may refer to the sources 
cited notes 29-35 supra. 

°® Workmen’s Compensation is sometimes an exception, as in Pennsylvania, where every insurer, 
including the State Workmen’s Compensation Insurance Fund, must join the rate bureau. All the 


bureau members still retain the privilege of asking for deviation. 
°° MATTHIAS, Op. cit. supra note 27. 
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“ ,..a commissioner shall not attempt to substitute his judgment for that of man- 
agement nor attempt to require management to prove to the nth degree by statistics 
that the price is correct.” The conclusion that “it is sufficient if the price is not ex- 
cessive, inadequate or unfairly discriminatory” is hardly helpful since it is precisely 
the function of the commissioner to determine whether a given rate or rate structure 
meets these standards, and it cannot be assumed that the independent insurer will, 
unregulated, apply them any more than the unregulated insurer rate bureau. One 
test of a proper rate suggested by the independents is that of “a mutually acceptable 
price” to insurer and insured. But this, untempered by general standards, might be 
only another name for rate-making for purely competitive ends. It is that kind of 
rate-making that inter alia the new laws are intended to make impossible. 

It would seem that the requirement that the independent meet the same rate 
standards as those imposed on rate bureaus will add handicaps to non-bureau com- 
panies, particularly small ones. But if size gives operating advantages in insurance 
it is not the purpose of the rate laws to redress the balance in favor of the smaller 
insurers. To make this an objective of the rate laws would be to create a new 
inequity and a new restriction on competition. Existing independents by no means 
are all small, but in the future it will undoubtedly be more difficult for new com- 
panies to start in the insurance business without joining rate bureaus. 

B. Conforming-Deviating Bureau Member 

Even for insurers joining a rate bureau the rate laws permit opportunity for 
deviation from uniform rates. A deviation is a uniform percentage decrease or in- 
crease on the rate filed on all or a class of insured risks. In fact all deviations are 
minus; plus deviations exist only in the statute because practically when an insurer 
cannot do business at bureau rates it goes out of business. A deviation is to be 
distinguished both from a filing by an independent and from changes in and supple- 
ments to a filing by a rate bureau. 

The grounds for approving deviation, under state regulation of course, are- the 
same as those for permitting insurers to make rates independently: it encourages price 
competition and thus works in the direction of greater rate equity. The rate laws, 
following the New York precedent, permit approval of deviation for credible differ- 
ences between the applicant insurer and the rest of the bureau members either in 
pure premium or expenses. But, again following New York, they contemplate 
that most deviations will be permitted for the latter and not the former, because vari- 
ations of individual insurer loss costs from the average are very much less credible 
than variations in expense; over the latter the insurer has an important degree of 
control, over the former relatively little. When the pure premium element in the 
rate is based on the combined experience of bureau members, an insurer will ordi- 
narily find it difficult to show an appreciable difference between its loss costs and 
average loss costs entering into the bureau rate. In New York, “each company is 
presumed to have its share of good and bad risks,"*° which would suggest that 


“° SrareE or New York, INsuRANCE DEPARTMENT, DECISION IN THE MATTER OF APPLICATION BY THE 
GENERAL ACCIDENT, FirE AND LiFE ASssURANCE CORPORATION LTD. FoR CONTINUATION OF ITs UNIFORM 
DEVIATION 2 (1939). 
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insurers showing better than average loss ratios would be permitted minus devia- 
tions, but it has been Department policy to approve deviations only when “ . . . the 
established level of the rating-organization does not sufficiently reflect the combined 
loss experience of all authorized companies.”** Deviations for loss variations, 
that is, are restricted to those cases where the bureau rate is excessive, not in com- 
parison with individual insurer experience but with the loss experience of all 
companies combined. If rates are properly made, there will never be justification 
for a deviation for this reason, which in the future will be far less likely to occur than 
in the past. The position of the New York Department, with full knowledge of 
the consistent ability of individual insurers to do a better job of underwriting than 
the average, is not entirely logical, but it is a fault on the side of conservatism. The 
decision is no doubt influenced by the fact that the mutuals, the carriers more likely 
to produce credible loss variations, have at their command other ways to correct 
for excessive rates. 


C. Underwriting Profit Allowance 


A usual provision of the rate laws is that consideration shall be given to “a reason- 
able margin for profit and contingencies,” sometimes with the word underwriting 
inserted before profit. The provision does not of course furnish a guarantee that 
individual insurers or all insurers combined will be able to show a profit; its 
purpose, as its combination with a contingency rate allowance suggests, is to provide 
a safety factor. The argument for such a loading by one insurer official that since 
“,.. the more hazardous risks have in the past been under-rated . . . it would appear 
reasonable to load an additional profit margin on the more stable risks, such as 
dwellings,”*? is one scarcely to be expected in these latter days. This is to purchase 
over-all rate adequacy at the price of overcharges on selected risk classes, a practice 
which it is the announced objective of the rate laws to prevent. 

The underwriting profit issue is of pressing importance in fire, not in casualty 
insurance. An allowance in the casualty rate for underwriting profit—2!4 per cent 
in casualty excluding compensation—has been allowed for years by the New York 
Department. Following a recommendation of the National Council on Compensa- 
tion Insurance, a factor of 2!4 per cent is now included in every state in which the 
Council either makes or advises on rates;** in the 1949 New York workmen’s com- 
pensation rate revision the factor approved was 1'4 per cent. In approving a 
profit factor the NAIC committee recommended that investment earnings be con- 
sidered as an offset, but compensation and other casualty rates in fact have been 
made without taking these into account, at least in any direct way. But allowed or 
not, and on whatever terms, the question has never been the burning issue it is in 
fire insurance. 


“1 SraTE oF NEw York, INSURANCE DEPARTMENT, MEMORANDUM OPINION IN THE MATTER OF Devia- 
TIONS FROM RATES OF THE NATIONAL AUTOMOBILE UNDERWRITERS ASSOCIATION 5 (1941). 

“2D, J. Cowie, quoted Weekly Underwriter, Sept. 3, 1949, p. 538. 

*8 NatTionAL CouNcIL ON COMPENSATION INSURANCE, ANNUAL REPORT 7 (1949). 
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The reasons are two: the impact of the new fire rate laws that for the first time 
made it necessary for insurer or bureau to justify rates by twentieth century stand- 
ards,** and the belief of the business that sound rates require a margin of safety wider 
than for most other insurances and that unless this margin is provided the safety 
of the fire insurance contract will be impaired. 

While the main points of dispute over the profit allowance in the fire rate appear 
to be over the level to be permitted and the elements to be taken into account in 
computing this allowance, on examination the two prove to be essentially the same. 
The first question can be settled only after the parties have agreed on answers to the 
second; once there is agreement on the elements, agreement on level is not likely to 
be long delayed. 

Fire insurers and Commissioners have still to agree on these important matters 
related to the elements in the profit allowance: should the investment income of the 
insurer be charged as an offset to the profit allowance; if so, what is the appropriate 
index of such income; to what extent should computation of the insurer’s profit be 
influenced by adjustment for the effect of the failure of insurer records to make al- 
lowance for prepaid expense?*® 

On the first of these the fire insurance business takes the position,** reiterating 
the guarantees it was granted by the Commissioners’ 1921 formula, that the invest- 
ment and underwriting operations of fire insurance are completely separate and that 
the first cannot be considered in making rates. The industry is particularly critical 
of the recommendation in the McCullough Report in favor of determining the 
amount of investment income to be set off against the profit allowance as the excess 
of total investment income (including that from reserves) of fire insurers over what 
they would earn—assuming the same yield as in their investment portfolios—on their 
equity capital alone. Earnings of fire insurers over that of other investors with 
similar investment portfolios but not combining underwriting with investment 
McCullough considered to be an approximation of the amount of investment income 
resulting from the underwriting process, and thus to belong to the insured and not 
the insurer. The doctrine or the dogma of the inviolacy of fire insurance investment 


“* While the pioneer Kansas rate law applied to fire insurance and included standards of reasonable- 
ness, adequacy and non-discrimination, most fire rate laws included only the last of these standards and 
did not include the all-important requirement that rates be filed and approved by a supervisory official. 
In these last requirements is the distinctive and vital feature of the modern rate regulatory law. 

“® Materials on which the following discussion is based are: SPECIAL SUBCOMMITTEE.OF THE FIRE 
AND MARINE COMMITTEE, NATIONAL ASSOCIATION OF INSURANCE COMMISSIONER; SECOND REPORT RE- 
UNDERWRITING PRorFit or Loss Erc. (McCuLLoucu Report) (OcToBER 9, 1947); SPECIAL SUBCOMMITTEE 
ON UNDERWRITING ProFiT or Loss, FIRE AND MARINE CoMMITTEE, NAIC, StaTEMENT (JUNE 9, 1948); 
CoMMITTEE ON Laws, NATIONAL BoarD OF FirE UNDERWRITERS, REPORT (JUNE 3, 1949); and related 
official documents. 

“°Compare the situation in workmen’s compensation insurance where since December 1948 it has 
been agreed that a profit factor be incorporated in the rate formula, “but that the factor used should 
be demonstrated for each state by factual data to be such that it will produce only a just and reasonable 
return on invested capital and surplus devoted to workmen’s compensation business, with due considera- 
tion being given to any special conditions of individual states and to investment earnings.” Roeber, 
Best's Insurance News, Fire and Casualty Edition, April 1949, p. 29, quoting the report of the Work- 
men’s Compensation Committee of the NAIC, December 1948. 
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income is extended here to the transparent argument of the companies that reserves 
are taken from surplus and therefore are the property of the stockholders. 

The industry likewise disagrees with the McCullough recommendation that 
underwriting expense figures be adjusted to reflect the difference between paid and 
incurred expense. In general it rests its case on its legal position under the Com- 
missioners’ standard profit formula of 1921, which approved a 5 per cent profit (and 
a 3 per cent conflagration) allowance, but against which the companies in New 
York have actually earned for the 25-year period ending 1945 a statutory underwriting 
profit of only .o17 per cent.*7 McCullough, observing that in New York “the fire 
insurance business has been able to prosper through the 25 years on a statutory 
underwriting profit of less than 2 per cent” concluded that the 1921 formula was 
excessive. The industry countered by pointing out that between 1939 and 1949 
policyholders’ surplus of fire companies in the United States declined from 150 to 70 
per cent.*® 

In conclusion McCullough suggested that a return of 6 per cent, computed by 
comparing combined underwriting and investment income, adjusted for prepaid 
expenses, with equity capital invested in the insurance business, should be considered 
adequate. 

The issues are not yet resolved. So tangled are the questions of law and so 
meager the pertinent facts that in its 1949 Report the Special Subcommittee of NAIC, 
of which Superintendent Dineen was chairman, chose to recommend continuance of 
the status quo and further study. The following quotations are from this Report: 


On the issue of investment income: 

The subcommittee is . . . agreed that it would be impracticable at this time to attempt 
to incorporate a direct recognition of investment income attributable to underwriting in 
the mechanics of the fire insurance rating process. 

While the subcommittee accepted the insurer contention and the rule of law that 
reserve funds are owned by the insurer, it, not too logically, recommended study of 
a series of questions that suggest that part at least of investment income may in fact 
derive from the underwriting function. The qualifier, underwriting, had been in- 
cluded in the profit provision of some state rate laws with the objective of precluding 
consideration of investment income in making rates, but the committee concluded 
that so far no one knows what the effect of this revised language may be. 

On the issue of correcting insurer expense data to put them on an incurred basis 
for rate-making the subcommittee concluded, in a remarkable piece of circular 
reasoning, that: 

Since such an asset account would be inadmissible in an insurance statement, it is the 
determination of the committee that no such adjustment should be made for annual 


statement purposes. 

“7 MicCuLLoucH Report, op. cit. supra, note 45, at 52-53, 50. Statutory underwriting profit is without 
adjustment for the premium reserve equity resulting from failure of the insurer’s system of accounts to 
allow for prepaid expenses. 

“®D, J. Cowrz, Weekly Underwriter, October 1, 1949, p. 809. 








518 Law anp ConTEMPORARY PRoBLEMS 


On the amount of the profit allowance, the committee recommended that the 
5 per cent of the 1921 forn.ula be continued, plus one per cent for catastrophes, with 
a proviso that, to encourage stability, rates should not be revised unless they fall 
outside the 4 to 8 per cent range, or two per cent on either side of the maximum of 
6. 
D. Insurance Rate and Size of Risk 


This issue, though under somewhat different guise, is of importance both in fire 
and casualty insurance. In the former, however, as with so many other regulatory 
issues, it has come only very recently to Commissioner and public attention, and 
appears to have generated that much more heat for the delay. In fire insurance 
the question of the relation of rate to risk size occurs principally in setting the rate 
for the individual risk large in the sense that it covers multiple locations. (The 
actuary defines individual risk as the combined exposures, wherever they are, of a 
single insured.) Large risks in casualty insurance are not only of this variety but 
also very typically are large exposures in a single location. The incidence of admin- 
istrative cost will not be the same for these two kinds of large risks. 

The factor of risk size may reflect itself in loss costs, in expenses of the insurer, 
or both. In general and for all lines, inverse correlation between risk size and in- 
surer administrative expense is obviously much more likely than between risk size 
and pure premium. This is because some insurer expenses, for example, home 
office and policy-writing, are of the nature of overhead cost, which, as the risk in- 
creases in size, work out as decreasing proportions of total premium. Expense re- 
ductions due to this cause are much less likely in multiple than in single-location 
risks. By the same token, administrative costs, however small the risk, will not 
fall below a certain absolute figure. Since increase of exposures as such, unless related 
to superior management as in workmen’s compensation, will have no necessary re- 
lation to the insured’s loss record, and since except in workmen’s compensation data 
on this point are lacking, the size factor as far as the loss element in the rate goes is 
very undeveloped. 

The casualty rate-maker, on evidence of varying degrees of credibility, recognizes 
differences in cost by risk size in different ways: in manual rates by minimum premi- 
ums and expense constants; in individual risk rating by premium discount and 
various kinds of retrospective experience rating plans. The last kind of plan like- 
wise takes into account the loss record of the individual risk, but its most debated 
feature—one shared with premium discount plans—is its scaling of commission 
rates downward with increasing total premium. Retrospective Rating Plan D, 
newest of retrospective plans, also permits combination of compensation and liability 
risks for individual risk rating, and both premium discount and retrospective plans 
are applied to multi-state locations. Insurer and Commissioner committees are at 
work in compensation insurance to develop more and more refined data on the 
factor of risk size, and a special subcommittee of NAIC recommends that “the pro- 
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cedure encompass other lines of insurance as well as workmen's compensation.” 

Casualty rates also quite generally take into account the factor of risk size in 
determining the allowance in the rate for losses: in manual rates through the loss 
constant (it is well established that in the same classification smaller risks tend to 
have poorer experience); in individual risk rates through prospective and retrospec- 
tive experience rating. The common feature of the last two plans is their emphasis, 
much greater in retrospective plans, on the loss costs of the individual risk. Both ex- 
perience rating plans likewise are generally of multi-state application. Such applica- 
tion would have come even sooner had it not been for the great disparity of state 
regulatory standards prior to Public Law 15; and indeed it has been argued that un- 
less rate-making technics and state standards are reasonably uniform the loopholes 
that will result or be deliberately created by this disparity will lead to the early collapse 
of state regulation. 

The fire insurance business, only now beginning to attack the risk size issue in a 
serious way, has hunches and opinions on the subject but few facts. On the expense 
side, the New York Fire Rating Organization, for example, reported in 1943 that 
while average annual residence fire premium in New York is in the neighborhood of 
$5, “the cost of writing a policy and placing it on the books is somewhere between $2 
and $4, excluding commissions and other expense factors.” This is suggestive but 
data of this sort are hardly suitable to support a rate filing under the new laws; 
there is even less statistical evidence to light up the current controversy over the 
proper way to rate multi-state, multi-location risks. 

In 1927 fire insurers through the Eastern Underwriters Association developed 
their first plan for rating multi-state contents risks, particularly chain store, and 
created Interstate Underwriters Board to operate it. The function of IUB was to be 
advisory only, and the extent of rate-making to be performed by IUB was to “gather 
from state rating organizations the local rates,” from which IUB was to compute “an 
accurate average rate . . . based upon the correct local tariffs as published by the 
rating bodies in the states where the property is located.” TUB, still in an advisory 
capacity, was to apply to this average rate a percentage reduction or addition to reflect 
the characteristics of the individual risk not measured in the average rate. “This 
factor is based on judgment. The elements apparently entering into it are experi- 
ence of the class, competition, size of account [total premium? ], number of locations 
and experience of the risk.” The rating plan, that is, was intended to reflect both 
loss and expense variations of the risk from the average in a rather unusual combi- 
nation of group and prospective experience rating. In reporting on its examination 
of TUB, the New York Department concluded that while it might be feasible to 
work out a sound procedure for combining these, IBU had made no effort to do so. 
Such attack would “call for actuarial treatment which has been unheard of in the 


“° NaTionaL CouNncIL oN CoMPENSATION INSURANCE, ANNUAL REPorRT 7 (1948). 

5° DINEEN, 07. cit. supra note 11, at 9, quoting brief filed with the New York Department by NYFRO. 

5 SraTE OF New York, INsURANCE DEPARTMENT, REPORT ON EXAMINATION OF THE INTERSTATE 
UnverwriTers Boarp Etc. 2, 3, 32, 57 (Oct. 22, 1941). 
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fire insurance business.” Superintendent Dineen concluded that “in actual practice 
the rate was determined competitively following consultations between the broker, 
the company and IUB.”°? Somewhere also in its history IUB had dropped its ad- 
visory function, and “it actually made rates.” Small wonder, then, that entirely 
apart from its other faults as a rate plan, IBU throws so little light on the risk size 


question. 
Current discussion on the relation between fire rate and risk size revolves about 


the pros and cons of the Escott Plan, approved in 1949 by the New York Depart- 
ment after a brief interlude during which multi-risk rates were made exclusively as 
an average of specific location rates, with no debits or credits as under IUB. (IUB 
had been abandoned because NAIC would not approve it as an advisory rate bu- 
reau.) The principal feature of the Escott Plan is its provision for adjustment of 
average specific location rates by the amount that combined loss and loss expense 
departs from a permitted loss ratio of 55 per cent. This permitted loss ratio, 7!/ 
per cent higher than for fire insurance generally in New York, is intended roughly to 
reflect a presumably lower level of expense for multiple than for single location risks. 
As a result of the loss ratio approach, by which rates for multi-location risks will 
continue to be made, the Plan by this feature combines an indeterminate degree of 
autonomy for individual risk loss experience with a reduced but indeterminate flat 
expense loading; on this point compare the simplicity of operation and the certainty 
of results were the pure premium method applied as in casualty prospective experi- 
ence rating. Despite a complete absence of data to support the Plan, the New York 
Department approved it, pending further study by the New York Fire Insurance 
Rating Organization, the New York Department, and NAIC. 

The fire insurance business, to say the least, is not unanimously in back of the 
Escott Plan. The dissenters include some of the largest and most powerful carriers. 
It is typical of the lack of reliable information on the subject that part of the opposi- 
tion claims that the Plan discriminates unfairly against the small policyholder be- 
cause large risk reporting-form business costs as much to handle as small. In this 
respect much is expected of the results of New York Department Regulation 30, 
which since January 1, 1949 has prescribed standards of uniform expense accounting 
in fire and casualty insurance. 


V 


Conclusion 
The goals of the rate-maker are few and, stated in general language, simple and 
universally accepted. As for God, country, and motherhood, who could be against 
them? The effect of even the most elementary study of the rate-making process, 


52 Ropert E. DINEEN, STATE REGULATION OF NationaL Rates: IUB Arter SEUA 2, 7 (1949). 
53 SraTE OF NEw York, INsuRANCE DEPARTMENT, LETTER OF APPROVAL RE MULTIPLE Locations RIsKs 


(September 6, 1949). 
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however, is to show how difficult it is to translate these goals into specific plans 
capable of commanding general support. The fault is not of the rate-maker. It 
is a condition inherent in his job and in the legal, economic, and human circumstances 
in which he is asked to perform it. 

Some of the limits on the effectiveness of the rate-making process, we have seen, 
lie in the nature of the rate itself. As long, for example, as rates for most risks are 
made of historical data and for exposures so slight they require combination with 
other exposures, so long will it be necessary to accept the actuary’s results for precisely 
what they are—broad averages. One corollary of this is that rate adequacy must come 
before rate equity. Other limits, to be discussed in detail in other papers in this 
symposium, are inherent in the American tradition of private insurance enterprise 
combined with public regulation. We have in insurance matters, generally speak- 
ing, chosen the middle way: between the extremes of laissez-faire typified by the 
traditional British position on insurance and of a state monopoly typified by con- 
servative fears of the trend of events in Britain today. This tradition is a compro- 
mise, and like all compromise, represents a more or less satisfactory and stable bal- 
ance of forces; but given the American temperament, likely to be tipped toward 
the enterprise and not the regulatory side of the formula. Or at least so it has been. 
Much of the opposition in fire insurance ranks to rate regulation indeed is not 
against specific laws but against the idea of any regulation at all. The record of 
American rate regulation is not fairly read except against this background of the 
American temperament. This social limit on the effectiveness of the rate regulatory 
process is joined intimately with and strengthened by the constitutional limits in- 
herent in the American system of federated states, and is indeed only another aspect 
of the ancient American tradition against government controls and, above all, a 
central government. This indeed is the central dilemma posed by the basic assump- 
tion of Public Law 15: that a business, if ever there was one, that must be transacted 
over state and national lines, can be effectively regulated through a congeries of state 
jurisdictions constitutionally, and often actually, independent. Insurer officials have 
predicted, indeed, that unless the multi-state risk problem is properly and fairly 
promptly solved by the states, federal regulation is inevitable.™ 

In the immediate present, a fourth limit on the effectiveness of the rate-making 
process is imposed by the inability of the average state to provide personnel and 
other facilities required for sound results.” Luckily in this respect, even if it might 
prefer to do so, it is not feasible for an insurer to conduct its business, including rate- 
making, in one way in New York and in a completely different way in all the other 
states; these other states, as the reader of this paper will suspect, have been the— 
sometimes unwilling—beneficiaries of New York’s leadership. One suspects that 


54 Cf. James M. Cahill, Eastern Underwriter, December 17, 1948, p. 83. 
55 This, in combination with the second limit above, explains the overwhelming preference in state 


rate laws for the subsequent-approval vis-a-vis the prior-approval variety. 
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even without the lifting power of the Appleton Rule, New York will continue to 
lead and instruct her sister states, an accident of insurance history for which the 
strong states’ rights proponent should give the most fervent thanks. This last 
will in any case in time disappear. In the not-so-long-run, our record of state 
regulation will be conditioned primarily by the extent to which the insurance 
business—particularly fire—is able to accustom itself to the new relation between 
insurer and state, and by the ingenuity and the willingness of the states to work 
out mutually acceptable and socially sound methods of achieving their common ob- 
jective. 











OPERATION OF INDEPENDENTS UNDER THE 
RATE REGULATORY PATTERN 


Henry S. Moser* 


I 


INTRODUCTION 

To comprehend fully the problems of independent insurers under the present 
rating laws, it is necessary to have a clear appreciation and understanding of the 
purposes and philosophy of the statutes. An effort will therefore be made in this 
article to bring into focus the causes of state concern over uncontrolled rating 
activities and to trace briefly the development of the imposition of state controls 
over insurance rates. A general summary will be made of the pattern of insurance 
rate regulation before and after the enactment of the McCarran Act. 

The author will then address himself to two basic and intimately related prob- 
lems of insurance rate regulation. First, how to determine, particularly with regard 
to independent companies, whether filed rates satisfy the statutory requirement that 
they be neither “excessive” nor “inadequate”; and, second, what supporting informa- 
tion is necessary to justify the use of such rates. No attempt will be made to deal with 
the problem of unfairly discriminatory rates. 

Solutions of insurance regulatory problems will more likely be right if it is 
remembered that rate regulation in the United States has not been confined to insur- 
ance, and if the supervisory authorities avail themselves of the experience in other 
fields. When problems fundamental to rate regulation generally are involved, the 
writer has attempted to treat them as such. Where the problems are peculiar to 
competitive rate regulation as distinguished from monopolistic rate regulation, an 
attempt has been made to draw helpful analogies from principles applied by the 
Interstate Commerce Commission in regulation of rates of public carriers. 


II 
Causes AND DEVELOPMENT OF STATE CONTROLS OVER Fire INsuRANCE RATES 


Providing an environment of free and open competition in insurance was once the 
prevailing state legislative policy in the United States. Between 1885 and 1912 no 
fewer than twenty-three states passed anti-compact laws forbidding the creation of 
insurance combinations having for their purpose the fixing of fire insurance rates.’ 


* LL.B. 1921, John Marshall Law School. Member of the Chicago bar. General Attorney, Allstate 
Insurance Company. Chairman, Section on Insurance Law, American Bar Association 1944-1945; Chair- 
man, Section on Insurance Law, Illinois State Bar Association, 1936-1938; President, National Associa- 
tion of Independent Insurers, 1945-1946. The author acknowledges the valuable assistance of Robert S. 
Morris, member of the Chicago bar, J.D. 1948, Northwestern University. 

1 United States v. South-Eastern Underwriters Association, 322 U. S. 533, 555 n. 43 (1944). 
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In states not having such statutes, dissolution of fire insurance boards and rating 
bureaus was sometimes sought by the state on the theory that such organizations 
constituted combinations in restraint of trade in violation of the common law. 

This hostility toward company combinations, and the legislative policy of re- 
quiring open competition in fire insurance, gradually gave way to the view that 
concerted activities should be permitted but regulated. The state of New York 
took the lead in espousing this approach. It first recognized the legality of fire 
underwriters boards in 1867.3 It was not, however, until 1911 that the New York 
legislature undertook to clothe their insurance superintendent with the power to 
supervise the activities of fire insurance rating bureaus.* 

The inauguration of this statutory control was responsive to a ‘recommendation 
by a joint committee of the Senate and Assembly of New York who had, in the 
same year, examined the alleged “corrupt practices in connection with legislation and 
the affairs of insurance companies, other than those doing life insurance business.” 
This committee reached the conclusion that the anti-compact approach was a failure 
and that joint action in making rates was essential.* They found that unrestricted 
competition invited rate wars, which resulted in the use of discriminatory rates and 
a dangerous lowering of the quality of protection afforded by insurers.’ 

The immediate cause of the ineffectiveness of the anti-compact laws was the ease 
with which they were evaded by use of independent bureaus promulgating “advisory” 
rates. From the point of view of the companies, resort to this device was necessary 
because fire rates could not safely nor economically be made alone. But when the 
companies were deprived of the power to combine, they were also deprived of the 
power to police their competitive activities. Competitive abuses in the form of 
rate wars, bidding up of commissions, and discriminatory rates were perhaps com- 
pounded as a result.? In any case, the evils did exist, and they were not corrected 
by state antitrust laws. é 

In 1914, the National Convention of Insurance Commissioners received a report 
from its Committee on Fire Insurance Rates and Rate Making which also recog- 
nized the failure of the anti-compact laws to bring about open competition.”® This 

McCarter v. Firemen’s Insurance Co., 74 N. J. Eq. 372, 73 Atl. 80 (Ct. Err. & App. 1909) 
(fire insurance companies enjoined from acting under an agreement vesting in the Newark Fire Insurance 
Exchange the power to fix rates for member companies); Continental Insurance Co. v. Fire Underwriters 
of the Pacific, 67 Fed. 310 (C.C.N.D.Cal. 1895) (regulating rates of members of Board a lawful trade 
purpose; price fixing activities not enjoinable at suit of non-member company); Queen Insurance Co. 
v. State, 86 Tex. 250, 24 S.W. 397 (1893) (rate fixing not illegal at common law); Liverpool & London 
& Globe Insurance Co. v. Clunie, 88 Fed. 160 (C.C.N.D.Cal. 1898) (held, insurance commissioner had 


no power to revoke certificate of authority of company because of its membership in an allegedly illegal 
combination to raise rates). 

*E. W. Parrerson, THE INsuRANCE CoMMISSIONER IN THE UNITED STATES 274 n. (1927). 

* Ibid. 

® Report OF MERRITT CoMMITTEF, AssEMBLY Doc. No. 30 134th Sess. (1911). 


* Id. at 42. T Id. at 76. 
* Id. at 43. Sce also National Union Fire Insurance Co. v. Dickinson, 128 Ark. 367, 194 S.W. 254 
(1917). 


*See C. A. Kutp, Casuatty Insurance 623 (Rev. ed. 1942). 
1° PROCEEDINGS OF THE NATIONAL CONVENTION OF INSURANCE COMMISSIONERS 20 (1915). 
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Committee went further, however, than did the New York legislative group. They 
recommended passage of legislation recognizing and regulating rating bureaus, and 
prohibiting discriminatory rates.‘ The passage of laws making membership or 
cooperation in public rating bureaus compulsory was also urged.’ 

These recommendations were not dispositive of the principal complaint which 
gave rise to the anti-compact laws, namely, the power of company combinations to 
charge excessive rates.’* The compulsory combination which the committee pro- 
posed would have tended to eliminate discriminatory and inadequate rates, but 
would have suppressed competition and enhanced the problem of monopoly control. 

But it must be remembered that it was not until this same year of 1914 that the 
states first found themselves clearly possessed with the power to control rates.’ 
For it was in that year that the Supreme Court, in German Alliance Ins. Co. v. 
Lewis,” expanded the concept of “affected with a public interest” to give the 
states regulatory power over insurance rates. That case arose from a challenge to a 
blanket rate reduction order of the Kansas Insurance Superintendent, directed at the 
uniform rates of company members of the fire insurance rating bureau in that 


state.'* 

Following the lead of Kansas and New York, most of the states in the period 
between 1914 and 1944 undertook to recognize and supervise the activities of fire 
rating bureaus, and to give their insurance supervisory officials the power to require 
reasonable rates.’7 Frequently this reasonableness standard was spelled out to 
require that rates be neither: inadequate, discriminatory, nor excessive.’* Under 
statutes making underwriting profits a factor to be considered by the commissioner 
in determining whether rates met the rating standards, the test for determining 


12 Id. at 19-21. 

12 1bid. For list of states enacting these bills, see National Union Fire Insurance Co. v. Dickinson, 
128 Ark. 367, 194 S.W. 254 (1917). 

*8See German Alliance Insurance Co. v. Lewis, 233 U. S. 389, 416 (1914); German Alliance 
Insurance Co. v. Hale, 219 U. S. 307, 316 (1911); Citizens Insurance Co. v. Clay, 197 Fed. 435, 436 
(D.C.E.D.Ky. 1912); Bell v. Louisville Board of Fire Underwriters, 146 Ky. 841, 143 S.W. 388 (1912); 
State ex rel. Martin v. Howard, 97 Neb. 278, 147 N.W. 689 (1914). The last cited case upheld a statute 
permitting the establishment of maximum rates for surety and fidelity companies. See also REPORT OF 
Merritt CoMMITTEE, op. cit. supra note 5, at 50-51, commenting upon regulatory steps taken by Kansas, 
Texas, and Louisiana. 

** The validity of a Kentucky statute empowering an insurance board to fix fire insurance rates which 
were neither “unjust, unreasonable, inadequate or excessive” was sustained by a federal district court of 
Kentucky in 1912. Citizens Insurance Co. v. Clay, 197 Fed. 435 (D.C.E.D.Ky. 1912). Contra: Ameri- 
can Surety Co. v. Shallenberger, 183 Fed. 636 (C.C.D.Neb. 1910) (holding invalid a Nebraska law (Neb. 
Laws 1909, c. 27) providing for regulation of rates of surety and fidelity companies). 

15 233 U. S. 389 (1914). 

*® The Superintendent’s order directed the bureau companies writing fire insurance in Kansas to 
reduce their rates by 12 per cent. Id. at 397. He was proceeding under a statute providing that “when 
the superintendent shall determine any rate is excessive or unreasonably high or not adequate to the 
safety or soundness of the company, he is authorized to direct the company to publish and file a higher 
or a lower rate, which shall be commensurate with the character of the risk; but in every case the rate 
shall be reasonable.” Jd. at 391. 

*7New York in 1922 empowered its Insurance Superintendent to adjust any fire rate that was 
“excessive, inadequate, unjust or unreasonable.” N. Y. Ins. Law 1922, c. 460, §141a. 

28 Kansas and New York statutes cited supra notes 16 and 17. 
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whether fire rates were excessive came to be dependent in turn upon the reasonable- 
ness of the aggregate profits of the companies engaged in concerted rate-making.”® 

By 1944, the year in which the South-Eastern Underwriters case was decided, 
there was a fairly crystallized pattern of fire rate regulation. Most of the states 
recognized company-organized fire insurance rating bureaus over which their com- 
missioners had varying degrees of supervisory power.” A majority of these states 
required filings of rates and rating schedules; eleven required all fire insurers to be 
members of a bureau; and two required that all stock fire insurers belon to a 
bureau.?? Such remaining anti-compact laws as there were, had for the most part 
been tacitly repealed by statutes recognizing rating bureaus.”* 


III 


Earty Casuatry Rate RecutaTIon 


In the casualty field before 1944, there was no crystallized regulatory pattern as in 
fire insurance. Except in the field of workmen’s compensation, most of the states did 
not subject casualty rates to any more pervasive regulation than prohibitions against 
discrimination.** Not more than ten or so states required filing and approval of 
automobile insurance rates.”® 

The explanation for this difference between rate regulation in the fire and casualty 
fields lies in the fact that in the casualty field generally, and in the automobile line 
in particular, competition was the rule and not the exception: Roughly, only half 


4° A 1919 Arkansas statute empowered the insurance commissioner to order reduction of rates of stock 
fire insurance companies to keep their aggregate underwriting profit down to 5 per cent. During the 
litigation following the first reduction order (Bullion v. Aetna Insurance Co., 151 Ark. 519, 237 S.W. 
9716 (1922)), the Commissioner asked the N.C.I.C. for assistance in devising a proper method for 
computing underwriting profit. The so-called Commissioners’ 1921 Profit Formula was the result. 

There have been several applications of this profit formula to the fire insurance business. The 
formula has, without exception, been applied only to limit the rates of stock fire insurance companies 
engaged in concerted rate making through rating bureaus. The reasonableness of their average aggregate 
profits has furnished the criterion for the determination of the propriety of their rates. Aetna Insurance 
Co. v. Travis, 121 Kan. 802, 257 Pac. 337 (1926), 124 Kan. 350, 259 Pac. 1068 (1927); Aetna Insurance 
Co. v. Hyde, 315 Mo. 113, 285 S.W. 65 (1926); Aetna Insurance Company v. Commonwealth, 160 Va. 
698, 169 S.E. 859 (1933); Jordan v. American Eagle Fire Insurance Co., 169 F. 2d 281 (D.C. Cir. 1948). 

The Commissioner’s orders in those cases do not directly prescribe maximum rates, but that is their 
effect. The orders simply require that all bureau companies reduce their rates by a specified percentage 
or by an amount calculated to yield a reasonable aggregate profit, usually leaving to the companies’ or 
bureaus’ determination the application of the reduction by class of risk, subject of course to the Com- 
missioner’s approval. See the Bullion v. Aetna Insurance Co., Aetna Insurance Co. v. Commonwealth, 
and Jordan v. American Eagle Fire Insurance Co. cases, supra. 

The Formula has been recently revised by the Fire and Marine Committee of the N.A.LC., but it 
still is designed to apply only to fire insurance companies making rates in concert. No attempt was 
made “to deal with related problems found in other lines of insurance, in unusual methods of operation, 
or the problems of rate making by independent insurers.” Report OF THE FIRE AND MaRINE CoMMITTEE, 
ProceEepIncs, NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS, 463 (80th Sess. 1949). 

*° United States v. South-Eastern Underwriters Ass’n, 322 U. S. 533 (1944). 

*1 See A Srupy oF THE NECESsITy AND Form oF STATE REGULATION oF INsURANCE (pamphlet pre- 
pared by the California Insurance Dep't, Jan. 29, 1945). 

#314. at 46, Exhibit V. 

% Kup, op. cit. supra note 9, at 623. 

**1Id. at 622. 

6 Td, at 626, 627. 
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of the automobile business in the United States was written by members of the two 
national rating bureaus, the National Bureau of Casualty- Underwriters and the 
Mutual Casualty Insurance Rating Bureau. 

Such was the insurance rate regulatory pattern at the time the South-Eastern 
Underwriters case was decided. That decision exposed rate making in concert to 
the penalties of the federal antitrust laws. Even though there was considerably 
more competition in casualty insurance than in fire, concerted rate making in the 
casualty field was subject to the same antitrust law sanctions. 

The legislative alternatives available to the industry following the enactment of 
the McCarran Act”® are known to all. Proposals varied from empowering com- 
missioners to prescribe the use of uniform rates for all carriers, to regulating only 
such rates as were made in concert. The statutory authorization of concerted rate 
making, subject to supervision of methods and practices therein, but with no control 
over the rates themselves, was deemed by most insurers who were members of 
bureaus to be insufficient to meet the requirements of the McCarran Act. This 
same method is now advanced as adequate, however, by some spokesmen for: such 
companies, in connection with proposed legislation regulating agreements upon 
commissions to be paid producers.” 

Independent companies and other members of the industry were divided in their 
views as to how far the proposed state legislation should go. All independent com- 
panies were united, however, in their adamant opposition to the formation of any 
legislative program which would necessitate uniformity of action, discourage compe- 
tition, or tend to require rigid adherence to particular rating or operating methods. 
They were equally opposed to any program which would deprive them of freedom 
either to participate in joint rate making activities or not as they saw fit. 

Out of the crucible of varying points of view, the Commissioners-All-Industry 
Bills appeared as a compromise. No one was completely satisfied with the result, 
but all subscribed to the following statement made by the Committee on Rates and 
Rate Making in reporting the bills to the National Association of Insurance Com- 
missioners :*° 


The committee makes no claim that the proposed bills represent the ultimate or last word 
in rating bills. It is recognized that the science of rate regulation is a progressive one and 
that changes in thinking will occur as our experience and stock of knowledge increase. 


IV 
Tre Commissioners-ALL-INpustry BILLs 


The Commissioners-All-Industry Bills, products as their title implies of coopera- 
tive action between the insurance commissioners and the insurance industry, were 


8659 Star. 33 (1945), as amended, 61 Strat. 448 (1947), 15 U.S.C. §§1011-1015 (Supp. 1949), 
making the Sherman Act applicable to insurance “to the extent that such business is not regulated by 
State law.” 

*7 The Weekly Underwriter, May 13, 1950, p. 1114, col. 2. 

28 Proceepincs, N.A.I.C., 94 (77th Sess. 1946). 











528 Law anp ConTEMPoRARY PRroBLEMS 


designed to provide supervision of rate making in concert, and to require reasonable 
rates. They were also designed to preserve reasonable freedom to independents. 
The purpose section of the bills provided:?° 


Nothing in this Act is intended (1) to prohibit or discourage reasonable competition, or 
(2) to prohibit, or encourage . . . uniformity in insurance rates, rating systems, rating 
plans or practices. 


The bills contained express reservations designed to preserve the opportunity for 
independent operation.*® In addition, the bills afforded a great degree of flexibility 
with respect to the formation and operations of rating bureaus.** There were limita- 
tions upon the rule making powers of bureaus—among them a requirement that 
any applicant be permitted to subscribe to bureau services on reasonable terms.°* 

The bills required that every insurer file the rates and rating plans to be used 
by it.3 But as first drafted, the Commissioners-All-Industry Bills would have im- 
posed a most onerous and completely unnecessary burden upon independents. The 
drafts tentatively reported to the N. A. I. C. by the Committee on Rates and Rating 
Organizations contained the following filing requirements in section 4(a) :** 


Every insurer shall file with the [commissioner] every manual of classifications, rules 
and rates, every rating plan and every modification of any of the foregoing which it pro- 
poses to use. Every such filing shall indicate the character and extent of the coverage 
contemplated and shall be accompanied by the information upon which the insurer sup- 
ports the filing. A filing and supporting information shall be open to public inspection 
after the filing becomes effective. 


This section apparently made mandatory the filing of supporting information 
completely without regard to what information, if any, was necessary for the determi- 
nation of whether the rates in question met the rating law standard. The standard 
was, of course, reasonableness; rates were not to be inadequate, excessive, or unfairly 
discriminatory. 

Spokesmen for some independent insurers moved at this juncture for important 
and necessary modification. It came in the form of an amendment to section 4(a), 


*° Casualty and Surety, and Fire, Marine and Inland Marine Rate Regulatory Bills, drafts of May 18, 
1946, ProceEpincs, N.A.I.C., 397, 410 (77th Sess. 1946), as amended, Proceepines, N.A.I.C., 410 (78th 
Sess. 1947). See Explanatory Memorandum of Drafting Committee, 1946 ProcEEDINGs, at 120. 

*°No insurer is required to become a member or subscriber of a rating organization. Sec. 4(b). 
Insurers may not be required to record and report loss experience on a classification basis inconsistent 
with the rating systems filed by them. Sec. 13(a). Compilations of loss and expense experience are 
available to all insurers. Sec. 4(a). 

** Any number of rating organizations may be licensed. The rules of a rating organization and their 
application to subscribers must be reasonable. No rating organization may adopt any rule which would 
prohibit or regulate the payment of dividends by insurers to their policyholders. Sec. 6. Members or 
subscribers of rating organizations may deviate from rates filed by such organizations; they may adopt 
their own systems of expense provisions. Sec. 7. Members or subscribers may appeal to the Com- 
missioner from actions or decisions of such organizations. Sec. 8. 

*2 Sec. 6(b) of bills cited supra note 29. 

*° Id. at §4(a). The filing requirement may be satisfied by becoming a member or subscriber of a 
licensed rating organization. Sec. 4(b). 

*4 Proceepines, N. A. I. C. 113 (77th Sess. 1946). 
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adoption of which was recommended by the Conference Committee of the N. A. I. C. 
The amended section 4(a) read:** 

Every insurer shall file with the (commissioner) every manual of classifications, rules 
and rates, every rating plan and every modification of any of the foregoing which it pro- 
poses to use. Every such filing shall state the proposed effective date thereof, and shall 
indicate the character and extent of the coverage contemplated. When a filing is not 
accompanied by the information upon which the insurer supports such filing, and the 
(commissioner) does not have sufficient information to determine whether such filing 
meets the requirements of the Act, he may require such insurer to furnish the information 
upon which it supports such filing. Any filing may be supported by (1) the experience or 
judgment of the insurer or rating organization making the filing, (2) the experience of 
other insurers or rating organizations, or (3) any other factors which the insurer or rating 
organization deems relevant. A filing and any supporting information shall be open to 
public inspection after the filing becomes effective. 


Additional amendments were made to section 5 of the bills to make sure that 
the approval or disapproval of any new rating plans or systems would be dependent, 
not upon what most.companies did, but upon the empirical test of whether the rates 
thus produced satisfied the rating standard.** These bills, as amended, were then 
passed, with some variations, by virtually all of the states.°” 

A. Meaning of Term “Excessive” 

The degree of competition may have an important bearing on the question of 
whether rates are reasonable or excessive. A brief examination of the relationship 
between the antitrust laws and affirmative rate regulation will enable us to establish 
with some accuracy the bearing of the competitive situation upon the rate reasonable- 
ness question. 

The early state anti-compact laws had the same purpose as the Sherman Act—to 
bring about free and open competition. They were designed to prevent concerted 
price fixing and monopolizing by fire insurance companies. They were abandoned 
because they failed to bring about such free competition and because some concerted 
rate making activities were necessary and in the public interest. These state laws 
were, therefore, supplanted by statutes requiring supervision of concerted rate 
making activities and regulation of rates. Rate regulation was designed in part 
to curb the potential power of the group monopolies to charge excessive rates. 

The Congress in enacting Public Law 15 did not change this situation. The 
McCarran Act, among other things, simply exempts concerted rate making from the 
application of the Sherman Act so long as such activities are “regulated by state 
law.”88 In recommending the passage of the bill, the House Judiciary Committee 
admonished that “competitive rates on a sound financial basis are in the public 
interest.”°° 


85 ProceEpincs, N.A.I.C. 410 (78th Sess. 1947). °° Id. at 4rt. 

87 For tabulation of states, see Shield, Some Procedural and Administrative Questions Arising 
Under Laws Resulting From Public Law 15, 1949 Proceepincs, A. B. A. INsuRANCE Law SECTION 233, 
247. 

°° Supra note 26. 

89H, R. Rep. No. 143, 79th Cong., 1st Sess. 670 (1945). 
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Bearing in mind that regulation of rates was instituted to prevent the exercise of 
monopoly power by insurance companies acting in concert, and that it is only where 
a monopoly power is exercised that excessive rates can be charged, it is clear that 
rate supervisory authorities need not be concerned about excessiveness where there 
is competition. Competition does not permit excessive rates. That is the very 
economic theory upon which the Sherman Act and the anti-compact laws were based. 

Obviously, rates filed by rating organizations require closer scrutiny than those of 
independents. There are no independents of monopoly size. They, therefore, lack 
the monopoly power which would enable them to charge excessive rates. They 
must meet competition which in itself is a much more effective regulator than any 
rating law. 

Too, the degree of concern of supervisory bodies over rate filings by rating 
organizations might well differ state by state. In a state where bureau companies 
write all or a substantial portion of the business, the possibility of excessive rates is 
much greater than in a state where their writings are not substantial. For example, 
rate filings for automobile bodily injury and property damage insurance in a state 
like North Carolina should be scrutinized with much greater care than in a state like 
Iowa. In North Carolina there is only one rating organization, and membership 
therein is compulsory.*° In Iowa in 1948, the companies that are members of the 
National Bureau of Casualty Underwriters wrote approximately 15 per cent of the 
total automobile bodily injury and property damage premiums; most of the re- 
maining 85 per cent was written by independent companies competing not only 
with the bureau companies but with each other.** If the philosophy of the Sherman 
Act is sound, the danger of the North Carolina rates being excessive in the absence of 
regulation is substantial; but the danger of Iowa rates being so tainted is negligible. 

There is another facet to this problem. In some states, members of some rating 
organizations compete on the basis of rates with members of other rating organiza- 
tions as well as with independents. Where rates, whether made individually or in 
concert, are generally lower than the prevailing maximum rates in the territory, 
they cannot be excessive. It follows that such rates, filed by either rating organiza- 
tions or independents, need be given less scrutiny than the maximum rates generally 
charged in the territory. 

An examination of the California rating law will be helpful at this point. That 
statute, too, requires that “rates shall not be excessive,” but defines “excessive” as 


follows :*” 


No rate shall be held to be excessive unless (1) such rate is unreasonably high for the 
insurance provided and (2) a reasonable degree of competition does not exist in the area 
with respect to the classification to which such rate is applicable. 


This definition simply spells out what is implicit in the word “excessive.” It 


“ON. C. Ins. Laws, Art. 25, §58-247 (1945). 
“Facts AND FIGURES OF THE CasuALTy INsurANCE Business (compiled December, 1949, by the 


National Bureau of Casualty Underwriters). 
“2 Car. Ins. Cope, Art. 2, §1852(a) (1947). 
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is only where a monopoly power is exercised that excessive-rates can be charged. 
This is the very premise upon which rate controls are based. 

Most state insurance departments have recognized these principles. Unfortunate- 
ly, however, a few have been inclined to subscribe to the notion that the term 
“excessive” is somehow dependent upon the individual filing company’s profits. 
This reflects both a misunderstanding of the reasonableness standard of Section 3, 
and a failure to take account of the history and purposes of competitive rate regula- 
tion. Fortunately, this error has not manifested itself in official action. Some ex- 
position of the meaning of “excessive” may prevent the possible further spread of 


this erroneous concept. 

Rate regulation as such was instituted to regulate rates of individual natural 
monopolies which, by virtue of their monopoly status, had the power to charge 
exorbitant rates.** Probably most of the present day rate regulatory laws are still 
directed at control of monopoly rates. There being no competition to keep the 
price down, the only effective limitation a rate supervising authority can place upon 
a monopoly’s rates is the denial of those which would yield it an excessive return.“* 
The test of rate reasonableness for monopolistic utilities has therefore come to depend 
upon the existence of a reasonable relation between earnings and investment value.*® 
The absence of “commercial limitations” of competition has necessitated this type 
1,46 


. 


of contro 
In regulating competitive as opposed to monopolistic rates, the standards for 


determining rate reasonableness are necessarily quite different. Suppose, for example, 
that the Interstate Commerce Commission, which has been charged since 1887 with 
the duty of seeing that railroad rates are “just and reasonable” and non-discrim- 
inatory,*” undertook to determine the reasonableness of a railroad rate for shipment 


“* Rates were first fixed by state statute. Validity of such statutes was upheld by the United States 
Supreme Court in 1877, in Munn v. Illinois, 94 U. S. 113 (grain elevator rates), and the Granger 
Cases, 94 U. S. 155, 164, 179, 180 (railroad rates). 

“*See dissenting opinion of Justice Brandeis, St. Louis & O'Fallon Ry. v. United States, 279 U. S. 
461, 536-537 (1929). 

“© For instance, the Secretary of Agriculture, operating under a statute governing charges of stockyards 
and marketing agencies has the power to prescribe “just and reasonable” rates. 42 Stat. 166 (1921), 
as amended, 7 U.S.C. §211 (1946). Since such enterprises enjoy a monopoly and rating orders thus 
run to them individually, the Secretary’s concern is simply to see that the rates prescribed for each com- 


pany earns it a fair return. See Denver Union Stock Yards Co. v. United States, 21 F. Supp. 83 (D. 


Colo. 1937). 
The Federal Power Commission regulates the rates of interstate electric energy and natural gas, which 


must be “just and reasonable.” 49 Stat. 851 (1935), 16 U.S.C. §824d (1946); 52 Star. 822 (1938), 
15 U.S.C. §717c (1946). The statutes contain cost standards which alone are of concern to the 
Commission in judging reasonableness of rates, and, since the Commission deals solely with monopolistic 
utilities, its rate orders are individually applied. Federal Power Commission v. Natural Gas Pipeline Co., 
315 U. S. 575 (1942); Federal Power Commission v. Hope Natural Gas Co., 320 U. S. 591 (1944). See 
analysis of federal regulation in Blachly, The Role of Smyth v. Ames in Federal Rate Regulation, 33 Va. 


L. Rev. 141 (1947). 


“° See note 44 supra. 
‘7 The Act to Regulate Commerce, now the Interstate Commerce Act, was passed in 1887. 24 Star. 


379 (1887), as amended, 49 U.S.C. 1 et seq. (Supp. 1948). It requires that all charges be “just and 
reasonable”; discriminatory rates and rebates are made unlawful. Every carrier is required to file a 
schedule of rates which, unless found unreasonable by the Commission after a hearing, have the force 
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of a commodity from New York to New Orleans. Would the Commission de- 
termine whether the rate was reasonable by reference to the rate of return of the 
road? Of course not. The Commission, as a practical matter, would look to the 
rates charged for the same or similar services by competing carriers, e.g., other 
railroads, steamship, or motor carriers.*® To find whether the rate in question was 
reasonable, they would determine the value of the service to the public by reference 
to open market criteria.“ In a competitive market there is no better practicable 
basis for determining whether the challenged rate is reasonable or excessive. 

Both the Interstate Commerce Commission and reviewing courts long ago 
rejected the argument that the reasonableness of a competing carrier’s rates was 
dependent upon its profits."° Where rates of a carrier do not exceed those charged 
by competitors for the same or similar services, they are ipso facto reasonable. 
Favorably situated carriers are free to earn whatever profits they can from such 





of statutory rates. It lies within the exclusive province of the Commission to determine the reasonableness 
of the filed rate; while the act grants shippers the right to recover damages for unreasonable charges, the 
right of action does not accrue until the rate has been determined to be unreasonable by the Commission. 
Keogh v. Chicago & N.W. Ry., 260 U. S. 156 (1922). 

“® See United States v. Northern Pacific Ry., 288 U. S. 490 (1933); Virginian Ry. v. United States, 
272 U. S. 658 (1926); Louisville & Nashville R.R. v. United States, 238 U. S. 1 (1915); Hooker v. 
I.C.C., 188 Fed. 242 (Com. Ct. 1911), rev’d on other grounds, 225 U. S. 302 (1912); R.F.C. v. Alabama 
Great Southern R.R., No. 29945, I.C.C. (1950); Miami Bottled Gas, Inc. v. Abilene So. Ry., 274 I.C.C, 
61 (1949). 

The adoption of this view by state commerce commissions, whose statutes were patterned after 
the Interstate Commerce Act, has been uniformly approved by state courts. Illinois Central R.R. v. 
Illinois Commerce Commission, 359 Ill. 563, 195 N.E. 32 (1935); Hocking Valley Ry. v. Public Utilities 
Commission, 117 Ohio St. 304, 158 N.E. 648 (1927); Southern Ry. v. Hunt, 42 Ind. App. 90, 83 N.E. 
721 (1908); Atchison, T. & S.F. Ry. v. State, 130 Okla. 263, 267 Pac. 253 (1928); Great Northern 
Ry. v. Department of Public Works, 161 Wash. 29, 296 Pac. 142 (1931). 

*° Blachly, The Role of Smyth v. Ames in Federal Rate Regulation, 33 Va. L. Rev. 141, 151 (1947). 

5°Tn Board of Railroad Commissioners of Iowa v. Illinois Central R.R., 20 I.C.C. 181 (1911), the 
Commission, in holding bridge tolls reasonable, stated at 186: “But the fact that the net revenues of 
the Illinois Central from its ownership of the bridge, when so estimated, may be greater than the returns 
on ordinary business enterprises is not sufficient in itself to justify a holding that the bridge tolls are 
excessive. ... The net revenues have an undoubted and often an important bearing upon the question 
of the reasonableness of rates, but the value of the service to the shipper and the other elements so often 
referred to as entering into the reasonableness of rates must also be taken into consideration. ... So also 
the fact that the net earnings of a carrier may be large does not of itself justify us in fixing a rate at 
less than is reasonable for the service, all other things being considered.” 

In Hooker v. Interstate Commerce Commission, 188 Fed. 242 (Com. Ct. 1911), rev’d on other 
grounds, 225 U. S. 302 (1912), shippers contested an order of the Commission fixing new maximum 
rates, and asserted that the newly promulgated rates were excessive as to one of the carriers because 
of its high profits. In upholding the Commission’s order, the court stated: “It appears from the findings of 
the Commission that it has always refused in the consideration of the reasonableness of a rate or rates 
to consider only the particular carrier making the same by itself, but on the contrary has always con- 
sidered the rates in a particular territory or the rates of other carriers to be affected by the change of 
the particular rate or rates in question; . . . While earnings may be considered in the fixing of a reasonable 
rate to be charged by a carrier for the transportation of freight, rates necessarily cannot be based upon 
earnings alone. This is made clearly to appear when we consider that a just and reasonable rate is one 
which is just to the carrier and to the shipper. It is a rate which ‘yields to the carrier a fair return 
upon the value of the property employed in the public service, and it is a rate which is fair to the shipper 
for the service rendered; and when this rate is established, if it results in large profits to the carrier, the 
carrier is fortunate in its business, and if it results in a loss of earning power so that the business cf the 
carrier is unprofitable, the carrier is unfortunate.” Id. at 251-253. 
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reasonable rates. This is reflected in the great disparity in earnings of the various 
competing roads,™ 

We have already seen that the tendency of fire insurance companies to combine 
gave them, through their combinations, a monopoly power similar to that enjoyed 
by a single or natural monopoly. Legislative concern over the power of such com- 
binations to charge excessive rates was the moving cause for state regulation, first 
by way of anti-compact statutes, and second, when that approach failed, through 
affirmative rate controls. Because these combinations enjoyed an almost complete 
monopoly power, there developed in some states controls over the aggregate profits 
of the group monopoly. The aggregate profit controlling device was designed to 
prevent this combination from exercising its monopoly power to charge exorbitant 
rates; it has never been applied to limit profits of any insurers except those acting 
in concert and charging what are marketwise maximum rates.” 

But it must be remembered that although aggregate profit controls over con- 
certedly made rates may be a reasonable device in the fire business by reason of the 
absence of substantial competition, the same rule is entirely inappropriate to the 
casualty field where competition has always been prevalent. 

The existence of a “zone of reasonableness” has always been recognized under 
insurance as well as other types of rate regulation.** This zone is circumscribed by 


*) The following table shows the 1948 rates of return for several railroads in the various regions in 
which they are grouped by the Interstate Commerce Commission: 


Railroad 
EASTERN DISTRICT Rate of 
(New England Region) Return 
PaTioe Oc JATOD MOOK e556. d.c0e.sles:e:o sich 'nc 7.94% Chicago Burlington & Quincy............ 5-43 
TC. CAL EU rae et eee eR 3.09 Denver & Rio Grande Western.......... 9.57 
New York, New Haven & Hartford...... 2.67 Southern Pacific Pitineet supe taawones 4.66 
(Great Lakes Region) Union Pacific SRO CRE er Cee 5.81 
Delaware, Lackawanna & Western........ 4.15% WOEMCRETE MCMC teehee cece de 3.46 
Detroit & Toledo Shore Line............ i 
Noo Srcsscn ves cencincvovns pri SOUTHERN DISTRICT 
Lehigh & New England................ 14.43 (Southern Region) 
POTEAU 2g RSS ear aaa 4-74 Cincinnati, New Orleans & Texas Pacific.. 9.73% 
INCW NOEk COME «5.2. caGcssbccassee es 2,21 Galt Mone KOU... «.. 6 ..cscnsnercisss 4.80 
Thins eCentral os. 6:5, eave cae cate cee 4-96 
WESTERN DISTRICT New Orleans & Northeastern............ 14.23 
(Central Western Region) Seabbard AWN) sh 0c ioc. og idee ls Suee s 5.53 
Atchison Topeka & Santa Fe............ FAG/o  -SOUGIENT TRAUWAY Ss, 1610.8, :2's 3 c'ciersnie'blevle>.< 5.66 


In making the above computations the net investment figures were taken from the I.C.C. exhibits 
Nos. 1 and 37 in Ex Parte No. 168, Increased Freight Rates, 1948, 272 I.C.C. 695 (1948). Net operating 
income figures were taken from Preliminary Abstract of Railway Statistics for 1948, published by the 
1.C.C. 

52 See note 19 supra. 

58 That there is a zone of reasonableness is implicit in the wording of the rating standard in 
Section 3 requiring that rates be not “excessive, inadequate or unfairly discriminatory.” In the Kansas 
statute held valid in German Alliance Insurance Co. v. Lewis, 233 U. S. 389 (1914), the rating 
standard required that rates be not “excessive or unreasonably high, and adequate to the safety or 
soundness of the company.” There was an added proviso that “in every case the rate shall be reason- 
able.” This section is quoted in full in note 16 supra. The New York rating law, passed in 1922, 
provided that the Superintendent might adjust any fire rate that was “excessive, inadequate, unjust or 
unreasonable.” N.Y. Ins. Law 1922 c. 460, §141-a. “Unjust” and “unreasonable” obviously meant 
something more than “excessive” and “inadequate.” 

The rating standard of the Oklahoma insurance law, interpreted in American Druggists’ Fire Ins. 
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the terms “excessive” and “inadequate.” Thus, where an independent insurer 
charged rates which were less than those charged by the group monopoly, its 
rates were held to be ipso facto reasonable and not excessive.°* In other words, 
the reasonableness of competitive rates for insurers, as for carriers under the Inter- 
state Commerce Act, was determined by comparison with rates for similar services 
already established as reasonable. This rule simply acknowledged that where 
competition existed it was in itself the best rate regulator, and that a rate which was 
less than the prevailing maximum rate in the market could not be excessive. 

Certainly, in the light of these precedents, there is no ground for the assertion 
that under the new rating laws the reasonableness of rates of independent insurers 
is dependent upon their individual rates of profit. Like the Interstate Commerce 
Act, the rating laws are designed to regulate rates, not company profits. 

There is an additional reason why the rating laws cannot be interpreted so as 
to make the reasonableness of an independent company’s rates dependent upon its 
individual profits rather than competitive market standards. An essential purpose 
of the rating laws is to preserve the freedom to compete. There is no compulsion 
on a company, however, to compete on the basis of price. An insurer has a right 
to become a subscriber to a rating bureau. In the event it does, it must use bureau 
rates unless it applies for and receives permission to deviate therefrom. A com- 
missioner has no power to compel deviations. There can be no doubt, therefore, 
of the freedom of any insurer to charge bureau rates as a matter of right regardless 
of its profits. 

It follows that a commissioner has no power to disapprove the rates of an insurer 
not a member of or subscriber to a rating bureau because the profits of such com- 
pany do not happen to strike him as “reasonable.” Such a construction of the 
statute, which would compel Company A, an independent company, to reduce its 
rates while Company B, a bureau company, possibly earning more than A, could 
continue to charge the higher bureau rates, would be such an arbitrary and unreason- 
able classification as to deprive Company A of equal protection of the laws.™* Obvi- 





Co. v. State Insurance Board of Oklahoma, 184 Okla. 66, 84 P. 2d 614 (1938), discussed infra note 
54, read substantially like that of the Kansas rating law in German Alliance Insurance Co. v. Lewis, supra. 

Cf. Missouri ex rel. Southwestern Bell Tel. Co. v. Public Service Commission, 262 U. S. 276, 296 
(1923); United States v. Chicago M., St. P., & P. R. Co., 294 U. S. 499 (1934); Wichita Gas Co. v. 
Public Service Commission of Kansas, 2 F. Supp. 792, 799 (D. C. Kan. 1933); Wisconsin Tel. Co. v. 
Public Service Commission, 132 Wis. 274, 287 N.W. 122, 149 (1939). 

** American Druggists’ Fire Ins. Co. v. State Insurance Board of Oklahoma, 184 Okla. 66, 84 P. 2d 
614 (1938). In that case an insurer appealed from an order denying it the right to continue its plan 
of a uniform 25 per cent reduction from bureau rates. The Oklahoma rating law provided that “when 
said board shall determine that any rate made by such insurance company in this state is excessive or 
unreasonably high, or that said rate is inadequate to the safety or soundness of the company granting 
the same, it is authorized to direct said company to file a higher or lower rate, commensurate with 
the risk, but in every case the rate shall be reasonable.” Id. at 69, 84 P. 2d 617. 

In its discussion of whether the proposed rates were reasonable, the court stated: “Inasmuch as 
the objection is to the proposed reduction in the manual rates, there can be no contention that the rate 
is excessive or unreasonably high. The only question is whether it is inadequate.” The court then 
concluded that the rates were not inadequate in view of the company’s financial position. Id. at 70, 84 
P. 2d at 618. 

** Cotting v. Kansas City Stock Yards Co., 183 U. S. 79 (1901); Western Ry. of Alabama v. Railroad 
Commission, 197 Fed. 954 (D.C.M.D.Ala. 1912). 
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ously the rating laws were not designed to operate in an unconstitutional manner. 

It is no answer to point out that if the independent company enjoying the larger 
profit was a member or subscriber of a rating organization, the effect would be to 
reduce the rates of all members and subscribers and the aggregate profits of such 
companies. In the first place, if the larger profit of the individual company was the 
result of a more favorable loss experience, the affiliation of such company with a 
rating organization would undoubtedly result in only an insignificant overall rate 
reduction, and the profit of such individual company would not be appreciably 
reduced. The ultimate earned profit of such company would still be considerably 
in excess of the profit that would have resulted to it, if it had remained an independ- 
ent, and was compelled to reduce its rates to a figure which would produce a profit 
not in excess of that earned by bureau companies. And it must be remembered that 
if the larger profit of the independent company was the result of a more favorable 
expense factor and economical and efficient management, its affiliation with a rating 
organization would not result in any reduction in its profits, or in the aggregate 
profits or the overall rates of the other companies comprising such organization. 

Under a statute not designed to discourage competition, an interpretation penal- 
izing those injecting price competition into the insurance business obviously would 
have that undesired effect. If companies charging less than bureau rates were 
compelled to reduce them still further, they would soon lose their incentive to com- 
pete on the basis of rates. Their tendency would be to relax efficient and economic 
management, and this tendency, in turn, would inevitably reflect itself in higher 
expenses. As a result, their rates would soon not only equal the rates previously 
sought to be charged but would eventually exceed them and reach a state of equality 
with those of their competitors; at this point rate uniformity, an unintended result 
of the rating laws, would become a consummated fact. 

The Interstate Commerce Commission has always sought to foster efficiency of 
management. A contrary course in administering the insurance rating laws, which 
would deprive management of the will to serve the public efficiently and econom- 
ically, might well spell the end of state regulation. 


B. Meaning of Term “Inadequate” 


As we have already seen, the term “inadequate” marks the lower boundary of 
the zone of reasonableness for insurance rates. Inadequate rates was one of the 
purely secondary evils at which early insurance rate regulation was aimed. In the 


°©The admonition of the Interstate Commerce Commission ia Advances in Rates—Western Case, 
20 I.C.C. 307 (1911), is as poignantly applicable today to insurance regulation as it was to the regula- 
tion of common carriers in 1911. The Commission stated: ‘Moreover, some method must be found 
under which a carrier by its own efficiency of management shall profit. A premium must be put upon 
efficiency in the operation of the American railroad. . . . Society should not take from the wisely 
managed railroad the benefits which flow from the foresight, skill, and planned cooperation of its 
working force. We may ruin our railroads by permitting them to impose each new burden of obliga- 
tion upon the shipper. And we can make no less sure of their economic destruction by taking from 
them what is theirs by right of efficiency of operation—the elimination of false motion, of unneeded 
effort, and the conservation of labor and materials.” Jd. at 334. 
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consideration of whether a rate is inadequate, the rates of both independent and 
bureau companies stand in the same position. 

It must be remembered that the statistical basis of a rate affords only one 
standard for testing its adequacy. Insurance departments have other rate testing 
data available. First, there is the overall compiled statistical loss and expense data 
from both bureau and independent companies, filed with each insurance depart- 
ment annually under the requirements of section 13 of the rating acts. Second, 
there are the annual statements of each company on file with each department dis- 
closing all details with regard to the company’s financial condition, and containing, 
among other things, exhibits of premiums written, losses paid, and the complete 
underwriting experience. Third, there are the filed periodic convention examination 
reports. 

An insurance supervisory body may well fulfill its duty of determining whether 
a rate is adequate by looking at the general financial history of the particular inde- 
pendent company, instead of subjecting it to what is really an impossible require- 
ment—the demonstration that each rate is computed with mathematical and 
scientific accuracy. 

Experience has demonstrated that the possibility that rates of either independent 
or bureau companies will be inadequate is a very unlikely one. Profit is still the 
objective towards which all American companies, including those engaged in in- 
surance, strive. The history of the insurance business in this country does not in- 
dicate any grave danger that insurance protection is, or will be, afforded for less than 
cost. Of course, there have been insurance failures, but financial failures were not 
peculiar to the insurance business. The strictest regulation of both national and 
state banking institutions did not prevent huge losses to depositors. The business 
of insurance presents a far better record, particularly when it is recalled that casualty 
rate regulation is of comparatively recent origin. The premium volume of the 
handful of insurers placed in liquidation during the last decade was an infinitesimal 
percentage of the aggregate countrywide casualty premium volume. Furthermore, 
such failures were in most instances due to causes other than inadequate rates. 

Here again, the California rating law furnishes us assistance. It defines the term 
“inadequate” as follows :°7 
No rate shall be held to be inadequate unless (1) such rate is unreasonably low for the 
insurance provided and (2) the continued use of such rate endangers the solvency of the 
insurer using the same, or unless (3) such rate is unreasonably low for the insurance pro- 
vided and the use of such rate by the insurer using same has, or if continued will have, the 
effect of destroying competition or creating a monopoly. 


This definition is consistent with the philosophy and the proper interpretation of 
the Commissioners-All-Industry Rating Laws. A rate must be substantially and 
demonstrably unremunerative, and the solvency of the company employing it must 
be endangered, before it can be considered inadequate. The use of unremunerative 
rates for the purpose of waging rate wars or obtaining monopoly control is also 


®7 See note 42 supra. 
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enough to condemn such rates. Support for this interpretation of the term “inade- 
quate” can be found in the early insurance rate regulation which was aimed at those 
competitive abuses.°® 

The author does not mean to imply that insurance departments should never 
require explanation or data with regard to the adequacy of a filed rate. If it is 
patently inadequate, or if, after reviewing the financial history of the filing company, 
the department has grave uncertainties as to adequacy, further data should be de- 
manded. However, with respect to many filings no additional data is requisite. 
The industry should not be subjected to the expense and inconvenience of preparing 
and furnishing such data in connection with every filing. 


C. Supporting Information 

Section 13(a) of the Rating Acts requires each insurer to record and report its 
loss and countrywide expense experience in order that the commissioners can de- 
termine whether rating systems comply with the reasonableness standards of Section 
3. This data is compiled by rating organizations or other agencies pursuant to rules 
and statistical plans promulgated by the commissioners. Thus, the insurance de- 
partments are accumulating very comprehensive classified data which furnish a 
very satisfactory aid for determining readily the reasonableness of rate filings. 

Only when a commissioner does not have on file sufficient information to enable 
him to determine the reasonableness of a filed rate, is he authorized by the statutes 
to require supporting information. One might suppose that the amendment to 
Section 4(a) would have settled that. There has developed, however, an unfortunate 
trend on the part of insurance departments to request statistical supporting informa- 
tion as a matter of course, without first making the necessary determination that 
there is not already on file sufficient data to support the filed rates. 

This is a somewhat understandable oversight. Statistics are fascinating things, 
and it is easy to become statistic-minded. Normal curiosity leads us all to thirst for 
more information than we will ever conceivably need. 

But when these foibles are translated into mountains of unnecessary and ex- 
pensive work, it is only human, too, for the suppliers-elect of such data to be moved 
to impatience. Only recently one insurance department, by promulgating “sug- 
gestions,” has fallen into the error of implying that supporting information should 
accompany all rate filings, even though its rating act, unlike the Commissioners-All- 
Industry Bills, makes no provision whatever for the furnishing of such information.” 

It is to be remembered that the rating standard requires that a filed rate be 
neither inadequate, excessive, nor unfairly discriminatory. Suppose, for example, 
that an independent filed rates representing a flat, across-the-board reduction from 
bureau rates. In that situation, all a commissioner would need to know to determine 
whether the rating standard was met could be gleaned from the bureau filing and 
the company’s profit and loss statements. If the reduction was less percentage-wise 


58 See notes 7 and 9 supra. 
5° Filing Procedure, State Insurance Board of Oklahoma Bulletin, April 3, 1950. (See Okla. Sess. 
Laws, H.B. 359 (1949)). 
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than the company’s percentage of underwriting profit, the new rates could scarcely 
be unremunerative and dangerous to the company’s solvency; they could not, there- 
fore, be inadequate. Since the reduction from established reasonable rates was 
uniform, the filed rates could not be unfairly discriminatory. Because they were less 
than other rates already approved as non-excessive for the territory involved, they 
could not be excessive. 

This is but one of the many situations in which information already on file 
affords a completely adequate supporting basis for new rate filings. Other examples 
have been cited, supra, in the discussion of the meaning of the terms “excessive” and 
“inadequate.” If it is borne in mind that the purpose of rate filings is simply to 
enable supervisory officials to test rates by the reasonableness standard of Section 3, 
much needless effort in the treatment of independent filings can be avoided. The 
reasonableness of practically all such rates can be established by merely comparing 
them with rates already on file and established as reasonable. There is a time- 
honored precedent for this practice of comparison in the administrative record of 
the Interstate Commerce Commission. That body has long determined the reason- 
ableness of an individual carrier’s rates by comparing them with those charged for 
the same or substantially similar services by other carriers competing for the traffic.®° 

Supporting information may consist of (1) experience or judgment of the in- 
surer, (2) interpretation of statistical data relied on, (3) experience of other in- 
surers or rating organizations, or (4) any other relevant factors. These supporting 
factors were spelled out in the statute for the very purpose of making unnecessary 
the filing of detailed statistical supporting information where there was sufficient 
information on file to support filed rates, or where rates were based not on statistics 
but judgment. Their flexibility makes it emphatically clear that it was not the 
purpose of the rate laws to limit the exercise of judgment of professional risk bearers 
by slide-rule controls. Where there is no experience on which reliable statistics can 
be based, the trained and experienced judgment of acknowledged underwriting 
experts is enough to support a filing. When this ceases to be true insurance 
will have ceased to grow. But that growth cannot be stunted under the rating law 
because Section 4(a) forbids it. The legislative command is for flexible administra- 
tion that will not stifle competition by making it cheaper and easier to conform than 
to compete. 

There seems to have developed a feeling on the part of some insurance super- 
visory bodies that to avoid possible congressional or state legislative criticism, it is 
necessary for their files to disclose, with respect to each filing, that they requested and 
received mathematical computations demonstrating the accuracy of filed rates. The 
writer has endeavored to point out that such statistical information in connection 
with every filing was not contemplated by the Commissioners-All-Industry Rating 
Acts and is frequently unnecessary. No group of companies has extended any 
greater cooperation to insurance departments, assumed more burdens to preserve 


®° See note 48 supra. 
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state regulation, or been more understanding of the problems of insurance super- 
visors than independent companies. Insurance departments, too, have exhibited to 
a marked degree their understanding of the problems of independent companies 
and the industry as a whole. It is essential, however, that they also realize that an 
insurance department may adequately satisfy any legislative investigation by 
having its files disclose, in appropriate instances, that a rate has been reviewed and 
found to meet the standards in that (1) it does not exceed rates theretofore approved 
as reasonable, (2) is not inadequate in the light of the financial history of the filing 
company, and (3) is not unfairly discriminatory. Attempts on the other hand to 
require companies to file statistical computations in connection with all filings may 
so burden management as to endanger state regulation. 


V 


CoNCLUSION 


It is too early to make any conclusive judgments as to the success or failure of 
the new rating laws and their administration. Any regulation such as that contem- 
plated by those laws, of course, requires additional work and some inconveniences to 
independent companies. But that is not a matter of great importance to the public 
so long as it does not bring about significant increases in the cost of insurance. 

That is not to say, however, that the imposition upon these companies of quite 
unnecessary inconveniences and burdens will not become a matter of public concern. 
Such an administration, coupled with its deterring effect on the will to compete, 
could have a disastrous effect on competition in the insurance business. Since 
the public interest lies in the maintenance of competition, such an eventuality would 
make the undertaking of a new approach to the problem inevitable. 

It is to be hoped, however, that such action will be unnecessary. If both the 
industry and the insurance commissioners will weigh their actions carefully, in the 
light of the purposes of the rating laws, and be ever conscious of the necessity for 
fostering competition, there is every probability that the present rate regulatory pro- 
gram will be successful, that state supervision will be preserved, and that the in- 
dustry may face the future confident of even greater achievement. 








MUTUAL INSURANCE UNDER RATE REGULATION 


Frankuin J. Marryott* 


I 


A large part of the mutual fire and casualty insurance business now finds itself in 
the second phase of a great transition. It is in the process of moving from a sub- 
stantial degree of nonregulation to a high degree of regulation under the patterns 
which are evolving under rate regulatory laws modeled upon the “All-Industry- 
Commissioners” Bills. 

The first phase of the movement may be thought of as being the period between 
the South-Eastern Underwriters Association decision’ and the end of the legislative 
sessions of 1948. The decisions and accomplishments of this period were definite 
and dramatic. Under the stress of grave dangers, the degree of unity of thought and 
action was extraordinary. It was marked by (1) a period of becoming aware of 
the meaning of the decision, (2) failure of efforts to avoid wholly its effects, (3) 
agreement that we should strive to achieve a system of state regulation which ex- 
cluded the Federal Government, (4) willingness to pay, or at least a recognition that 
it was necessary to pay, a high price, in terms of degree of state regulation, for the 
privilege of not abandoning concert of action in rate making, (5) devising the legis- 
lative formulae, i.e., Public Law 15 and the All-Industry Bills, and (6) securing their 
adoption. 

The second phase of the transition is that of finding out whether the basic solu- 
tions, so hopefully projected, so vigorously defended, and to which (barring some 
cataclysm with consequences approaching those of the South-Eastern Underwriters 
Association case) we seem so thoroughly and irrevocably committed, will become 
sufficiently implemented to serve the public welfare so demonstrably as to enable 
us to regard them as permanent, needing only such adjustments as may be needed 
to correct minor faults of design and only such improvements as normal progress 
and development will indicate. 

A factor which contributes importantly to the difficulty of the transition is that 
it began at a most inauspicious time. Wartime dislocations had resulted in great 
curtailment of normal statistical procedures. In some lines the keeping of classified 


* Litt. B., 1925, Rutgers; LL.B. 1928, New Jersey Law School. Member of New Jersey and 
Massachusetts bars. General Counsel, Liberty Mutual Insurance Company and Liberty Mutual Fire 
Insurance Company. Assistant Professor of Law, New Jersey Law School, 1930-1936. Vice-Chairman of 
Insurance Section, American Bar Association; Member of Executive Committee, International Association 
of Insurance Counsel; Representative of National Association of Mutual Casualty Companies on Insurance 
All-Industry Committee; Member of Legal Committees of American Mutual Alliance, National Council 
on Compensation Insurance, Mutual Insurance Rating Bureau, Mutual Insurance Advisory Association, 
Massachusetts Workmen’s Compensation Rating and Inspection Bureau and Compensation Insurance 
Rating Board (New York). Contributor to insurance and legal periodicals. 

2 United States v. South-Eastern Underwriters Association, 322 U. S. 533 (1944). 
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experience had virtually been discontinued. We are trying to reestablish normal 
procedures and overcome the effects of the gaps. Thus, in a sense, we are going 
through two transitions at once. Either would be difficult, and perhaps it is un- 
fortunate that there was not a much longer moratorium before it became necessary 
for the states to begin judging rate filings in accordance with the standards of the 
various rate regulatory laws. The job would be far easier if adequate statistical tools 
had existed at the beginning instead of being built during the course of the work. 

It is not easy to be wise, even in retrospect, and it is extremely difficult not to fall 
victims to our own predilections. It is easy to deceive ourselves with propaganda, 
especially if the propaganda is of our making. But some time, it seems likely, the 
present insurance regulatory system is going to be subjected to searching and, it is 
to be hoped, dispassionate analysis and appraisal. Whether that examination will 
be done by ourselves, or by others, we cannot predict. I suggest that we, of the 
industry, would be well advised to at least try to do it ourselves, not necessarily in 
a large-scale, formal way with all the trappings of “an investigation” but in the course 
of our daily work, as individuals and as members of committees of rating organiza- 
tions, advisory organizations, and of the numerous trade associations with which the 
business is at least amply supplied,” and by way of regarding each decision we make 
as forming a part of and having an influence upon the whole regulatory structure. 
In the course of this work we must compel ourselves to make the utmost effort to 
avoid self-deceptions of all sorts. 

Whether we, and those who follow us, shall succeed depends in part upon the 
availability of a record of what has actually transpired and of what people who were 
participating in making the history of the industry in our times were thinking at 
the time and shortly after some of the vital decisions were being made. Such a record 
is not easy to find. Part of it is in the proceedings of the National Association of 
Insurance Commissioners; part is in the minutes of committee meetings of trade 
organizations; part is only in the fading memories of those present at many an all- 
day, and sometimes half the night, session in some hotel conference room; part is in 
the records of the All-Industry Committee, part in the proceedings of the Insurance 
Section of the American Bar Association, part in the various addresses of insurance 
commissioners, and a part in the dusty stenographic records of legislative hearings. 
Unfortunately, only a small portion of the whole story is to be found in the law 
review literature, a deficiency which will, in a measure, be restored upon the publi- 
cation of this series of articles. 

The reader may, at this point, recall the scope of the title and may ask himself, 
for whom does this writer speak and what are the boundaries of this effort? 


* Harold V. Smith, President of the Home Insurance Company, has been quoted as saying that a 
company would have to be a member of 144 organizations if it wanted to do a multiple line business in 
forty-eight states. Journal of Commerce, April 27, 1950. More recently Robert E. Dineen, in an address, 
“The Battle of the Bureaus,” Syracuse, May 9, 1950, was quoted as stating that 155 trade organizations, 
bureaus, and boards served the fire insurance business at a cost (1949) of over $31,000,000 and that in 
the casualty business there were 77 such organizations, costing almost $1,500,000. 
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This paper does not deal at all with operations of mutual life insurance companies, 
nor with mutual fire or casualty companies not subject to rate regulatory laws. 

There are, it is believed, 2,749 mutual fire, casualty, and livestock companies doing 
business in the United States.* Many of these are exempt from rate regulatory laws. 
Most of the exempt carriers are small organizations, doing business in one state 
only, and indeed sometimes in a single county. Many of them do business on the 
assessment basis, simply collecting enough money at the end of the year to pay the 
losses of that year.* 

Of the 624 advance premium mutual fire companies (writing about go per cent of 
all fire business written by mutual companies), and the 193 advance premium mutual 
casualty companies (writing virtually all of the casualty business written by mutuals), 
some 150 are members of the Mutual Insurance Advisory Association and another 150 
or so have appointed the Mutual Insurance Advisory Association as official statistical 
agent. Fifty-four casualty companies are members of or subscribers to the Mutual 
Insurance Rating Bureau. 

While there is great diversity of viewpoint among the companies making up 
these organizations, and this writer is not making a conscious effort to present the 
attitudes of these groups, it should be noted that my opportunity to observe the 
operations of mutual fire and casualty companies under rate regulation has been, 
for the most part, confined to the operation of companies in these organizations. 

What is being attempted is to set down some observations as to the general back- 
ground of a few of the current problems of transition and to relate them to their past. 
No one is bound to accept them as representative, and the writer, although receiving 
help from many sources, is solely responsible for errors and shortcomings. 

It would be a great mistake to think the effects of rate regulation are strikingly 
different with respect to mutual carriers than with respect to any other type of 
carrier. Most of the problems of the business are not “mutual” or “stock” or “inde- 
pendent” or “agency” or “direct” but are truly industry-wide problems and are 
being approached by supervisory authorities as such. Surely we must all make an 
effort to pitch our own individual efforts on such a level, not losing sight of self- 
interest but trying to integrate it with the essential needs of others. 

I suppose that twenty years or so from now we may experience considerable 
difficulty in explaining to a newcomer in the business why it was that back in 1944 
the business did not jump at the chance to rid itself of state regulation and start 
developing a system of federal regulation. This newcomer will quickly see that 
insurance is a business generally regarded as needing regulation, and that it is a 


*II THe MuruaL MEMoraNDuM, No. 14, April 3, 1950. 

“The subject of exemptions of mutual companies from rate regulatory laws is an interesting 
little study in itself. Twenty-eight states have some sort of exemption, usually limited to fire companies 
doing business in a limited area on a post-loss assessment basis. It is believed that there are 1805 such 
companies and that the total number of exempt mutuals is about 1950. The general theory of such 
exemptions is that the operations of these companies are so small that little would be accomplished if 
they were brought under rate regulatory laws, and that when charges are not fixed in advance but only 
after loss there is really no problem of adequate or excessive rates. (Data on this subject were supplied 
by the research department of the American Mutual Alliance.) 
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very diversified business with so many interstate aspects as to make it really im- 
possible for it to function with any reasonable degree of efficiericy if very many states 
have regulatory systems which differ widely among themselves. He will say to 
himself, “Here is a business the very nature of which requires a high degree of simi- 
larity of regulation in all geographical areas in which it functions. It has obvious 
need of strong, centralized, but not over-elaborate, supervision. Yet this same busi- 
ness went to great trouble to create for itself a regulatory system under which it has 
as many masters as there are states. This system can easily create sufficient diversity 
of regulation to wreck the business, because the inefficiencies thus engendered make 
the business extremely vulnerable to competition from self-insurance, from unregu- 
lated alien insurance, and from the government itself. Why then should this great 
business favor and support a system quite capable of bringing about its ruin?” 

Perhaps this newcomer will also be able to point to a quarter century or so of 
not overly successful effort by the business to adjust itself to the paradox of 
having a system under which one of its greatest needs is almost impossible of attain- 
ment. These questions will not be easy to answer, nor are they easy now, but 
probably some effort along this line will help us a little in dealing with the prob- 
lems of today and make it a bit easier to accept the idea that “. . . moderate im- 
perfections had better be borne with; because, when once known, we accommodate 
ourselves to them, and find practical means of correcting their ill effects.”® 

In my view the reason we have state regulation today is not so much that a choice 
was made but rather that the business had a pretty clear, although inarticulated, ap- 
preciation that, as Holmes once put it, “Continuity with the past is a necessity, not 
a duty.” Rate regulation in the insurance business did not begin with the South- 
Eastern Underwriters decision. Well before the decision, workmen’s compensation 
insurance rates were regulated by law in some thirty-six states on a basis very much 
like the present; the same can be said for automobile insurance in seven states® 
and for general liability in two states’ and for fire insurance in about eighteen 
states.® 

In addition, of course, there was a very large area in which some degree of 
regulation under law existed, and also areas of self-regulation of and by companies 
belonging to rating bureaus, this self-regulation directly applying only to members 
willing to be bound and depending upon the compacts of the organization, rather 
than upon the law, for enforcement. 

Also, the office of insurance commissioner was well-established in all states and 
powerful in many. 


5 15 THe Writincs oF THOMAS JEFFERSON 41 (Memorial ed. 1904). 

® New York, Louisiana, Virginia, North Carolina, New Hampshire, Massachusetts, and Texas. 

™New York and Louisiana. 

® The Government in its brief in the South-Eastern Underwriters Association case states: Texas fixes 
rates; Nevada requires approval of company-filed rates; Louisiana, Minnesota, Mississippi, South Dakota, 
and Virginia require that rating bureaus be established but also require prior approval; in Arkansas, 
Colorado, Indiana, Kentucky, New York, Ohio, South Carolina, Vermont, West Virginia, Wisconsin, 
and Wyoming rates fixed by a bureau are subject to disapproval. Brief for Appellee, pp. 128, 129, 
United States v. South-Eastern Underwriters Association, 322 U. S. 533 (1944). 
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Quite apart from any question of what might have been desirable or logical, 
would it have been possible to disregard even a substantial part of all this and to 
have created either the same sort of system or a better one under federal auspices? 
I think it would not have been possible and that even the most wholehearted effort to 
do any such thing would, at the most, have resulted only in a dual system of fearful 
complexity. While probably not able to prove the point, it is my belief that most 
of the people participating in the drafting of the All-Industry Commissioners Bills 
and in their subsequent enactment were of the same mind. 

But if a clear choice had been presented, what would the outcome have been 
and why? Probably the outcome would have been the same and, while each would 
have had his own reasons, some of the compelling ones would have been: The 
Sherman Act is quite inappropriate for the fire and casualty insurance business. 
This was well known to the states but would Congress accept the idea that a federal 
regulatory system should be founded upon the premise of necessity for concert of 
action in fixing prices? Probably not in time, if at all. 

Where would we have been had we committed ourselves to a federal system and 
then found that we could not get the sort of system we felt sure we needed? 

If we had embraced the idea advanced by the Department of Justice that we 
could safely operate under a system of fixing in concert only the pure premium 
(loss) portion of the rate, with all the underlying agreements as to classifications 
and coverages implicit in such a system, how long before a majority of the Supreme 
Court would come to hold that illegal concert of action had thereby been com- 
mitted ? 

And transcending all else, we wanted to remain a free part of the capitalistic 
system and to avoid nationalization. Didn’t we have a better chance under state 
than under federal regulations? Of course we did, or at least we thought so if the 
system could be made to work with reasonable efficiency. 

Thus, the “choice” was made—for better or for worse—and thus the necessary 
thing now is to accept the idea that the theory of the system is, as Emerson said of 
the theory of the world, “a thing of shreds and patches,” but that it will work 
because it must, and to get on with the job of correcting its shortcomings and of 
so conducting ourselves as not to let its imperfections prevent us from solving the 
problems of the day the best we may. 


II 


Fire Insurance Rate Recutation 


At the time of the South-Eastern Underwriters Association decision, about twenty- 
two states had laws which could be regarded as regulating fire insurance rates. In 
four of these states regulation was not directed to approval of rates prior to use but 
did enable the commissioner to order rate changes. 

Today there are fire rate regulatory laws in all forty-eight states, in the District 
of Columbia, in Alaska, Puerto Rico, and Hawaii. Obviously a great change has 
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occurred. It should not be supposed, however, that the actual degree of change in 
the way in which rates are made and used is as great as would be indicated by the 
change in the number of laws. To a substantial extent the change, so far, is from 
a system of partial regulation under law plus considerable voluntary self-regulation 
by private agreement, to a system of state supervision of the rating organizations 
and of the rates which they produce.® 

If the revolution ended at this point, the mutual fire insurance companies might 
observe the contemporary scene with some feeling of satisfaction. Under the new 
rate regulatory laws of practically all of the states, mutual fire companies now have 
a legal right to become subscribers (not members) to the fire rating organizations 
originally created by the stock fire companies..° When these bureaus were first 
created and for many years thereafter, the stock fire companies which control them 
did not make rating services available to mutual companies and to reciprocal in- 
surers or to certain other stock fire companies. However, this situation changed 
gradually, and long before the South-Eastern Underwriters Association decision, such 
rating services had been made available everywhere to the mutual fire companies 
and the other previously excluded insurers. Indeed, in many of the stock fire rating 
bureaus, mutuals were admitted as members, in a few they were given the option of 
membership or subscribership, and in most they were permitted to receive rating 
services as subscribers. Thus, for a good many years, the mutual fire companies 
had participated in the expense of maintaining the necessary fire and allied lines 
rating organizations and, by filing their experience, assisted in the development of 
fire insurance statistics. Since the enactment of many of the new rate regulatory laws, 
several of the stock fire rating organizations have amended their constitutions or 
by-laws so that the mutual fire companies are no longer eligible for membership. 
However, the mutual fire companies now have the statutory right to subscribership 
in those bureaus where there is not a statutory right or duty to become a member. 
All that is necessary for a mutual fire company desiring rating service-as a sub- 
scriber is that the company pay reasonable fees and be bound by the reasonable 
rules of the organization. Therefore, to the extent that the mutual fire companies 
lost the right in some bureaus to be members, there are certain compensations be- 
cause there is now an absolute legal right to subscribership. Couple all this with 
the fact that the rate regulatory laws patterned upon the All-Industry model reflect 
a keen appreciation of some important aspects of fire rating, namely, that the stock 
companies write a very large proportion of the fire business, control the fire rating 
business, and that it would be difficult and economically unsound, the mutuals having 


® This observation does not, of course, apply to “independents,” i.e., those companies not parties 
to any private regulatory compacts. As to them the change, in several states, was from no regulation to 
regulation under law. This, however, was not as drastic as it sounds because many “independents” fol- 
lowed the lead of bureau members and thus accepted the results of the private compacts. 

2° Professor Gardner appraises this result in these words: “The opening of the rating bureaus, not 
legal regulation of insurance rates, is the real achievement of the South-Eastern Underwriters decision and 
of the legislation which has followed it.” Insurance and the Anti-Trust Laws—A Problem in Synthesis, 
61 Harv. L. Rev. 246, 272-273 (1948). This comment seems to over-state the matter considerably, 
however, in view of the previous general availability of bureau services. 
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invested in the existing bureaus, for the mutuals to create rating organizations of 
their own to do general fire rate making, and that fire rates were more the result of 
art than science. Thus, most of the fire laws, unlike the casualty laws, permit devi- 
ations on a very liberal basis, and also permit partial subscribership so that in certain 
special fields such as “mill and elevator” the mutuals can continue or establish their 
own rating organizations and receive the services of the stock company organizations 
as to other lines, and all this without any legally imposed responsibility for the 
operation of the stock fire rating organizations, because as subscribers the mutuals 
have no voice or vote. 

But is the cycle of change complete at the point where regulation under law has 
merely replaced voluntary regulation and where one group no longer has exclusive 
rights to indispensable services? I suggest that it is not, and that the mutuals may 
find it impossible, whatever their desires may be, not to assume some burden of 
responsibility for the changes which are in the making. 

Only the naive would assume that the combined scrutiny of more than 50 insur- 
ance supervisory officials, plus the ever present pressure of Congressional watchfulness 
along with an attitude of critical self-analysis (not altogether absent in the fire busi- 
ness in spite of some opinion to the contrary),’* would not engender, or at least en- 
courage, strong efforts to improve or justify existing fire rate making practices. These 
efforts are being made, and the pace is very rapid. 

The effect will be to bring about changes of the utmost. importance in making 
and administering fire insurance rates. 

Here is a list of some of the things which have happened since the South-Eastern 
Underwriters Association case, or are now going on: 

1. Re-examination of the basis upon which underwriting profit will be allowed.” 

2. Development of improved classifications of fire occupancy hazards.’* 

3. Promulgation of uniform classifications of expenses.’* 

4. A study of schedule rating practices and their application to specific risks.’ 


5. Development of formulae for adjusting rates more equitably on a class-by-class 
basis. 
6. The introduction of experience rating plans for multiple location risks (con- 


™ See, for example, the address by James F. Crafts, President of the Firemen’s Fund Insurance 
Company, at Los Angeles, on September 4, 1947. 

23 See PROCEEDINGS OF THE NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS, REPORT OF SPECIAL 
Sus-CoMMITTEE OF THE COMMITTEE ON FIRE AND MARINE INsuRAN‘CE 80 (78th Sess. 1947); PROCEEDINGS 
N. A. I. C., Seconp Report oF SUBCOMMITTEE ON UNDERWRITING ProrFiT 72 (79th Sess. 1948); Statement 
of the Committee on Laws National Board of Fire Underwriters, June 30, 1948; Procrepincs, N. A. I. C., 
REp.ty TO STATEMENT OF COMMITTEE ON Laws 258 (80th Sess. 1949); Proceepines N. A. I. C., Report 
OF THE SUBCOMMITTEE ON UNDERWRITING ProFIT 455 (80th Sess. 1949). 

28 See New York INsuRANCE DEPARTMENT, CLASSIFICATION OF FirE Occupancy Hazarps (1947). 

24See New York InsuRANCE DEPARTMENT, PRELIMINARY REPORT ON THE UNIFORM ACCOUNTING 
INVESTIGATION (1946), METHODS OF ExPENSE DisTRIBUTION IN CasUALTY INsURANCE COMPANIES (1947); 
Proceepincs N. A. I. C., Untrorm INsTRUCTIONS FOR CLASSIFICATION OF EXPENSES OF FIRE AND MARINE 
AND CASUALTY AND SuRETY INsuRERS 43 (80th Sess. 1949). 

**It is understood that the New York Insurance Department has been working for two years on such 
a study and that the report will be available soon. 
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tents),’® some of which seem to involve special expense treatment for this class and 
for the larger risks within the class. 

7. An examination of the justification for discounts for long-term policies”? 

8. Controversy as to whether plans for installment payment of premiums are 
regulated under rate regulatory laws.'® 

g- Introduction of statistical plans for reporting experience upon an “earned 
premium-incurred losses” basis, rather than upon a “written-paid” basis. 

Several of these items are directly applicable to casualty as well as fire rates and 
practices, i.e., numbers 1, 3, 7, 8, and it is no longer possible to regard fire or casualty 
practices as being unaffected by each other.’® 

Quite naturally the pace and scope of all this activity is such that certain momen- 
tums develop which may carry to unwise lengths the swing toward extreme reliance 
upon statistical method. As these dangers become apparent it becomes the duty 
of the business to point out the limitations which seem to be imposed upon the use 
of statistics in fire rate making. 

Such a warning has appeared in the form of Classification Bulletin No. 49-1, July 
29, 1949, Statement of Principles—Classified Experience, issued by the National Board 
of Fire Underwriters, which, in the course of arguing against local departures from 
standard classifications, also asserts that, while a nationwide classification system will 
furnish information of value in determining the adequacy of fire rate levels, local 
refinements will not, in view of the volume of fire experience needed for credibility, 
furnish statistical support for local differences in rates. 

In many of these activities the mutual fire carriers have found it necessary to 
play some part even though they have little or no share in the management of most 
of the fire rating organizations. The vehicle which has enabled the mutual com- 
panies to work together in studying these matters has been the Mutual Insurance 
Advisory Association (formerly named the Mutual Insurance Statistical Association), 
and even a moderate degree of familiarity with the affairs of this organization will 
demonstrate that the mutuals have taken very seriously the challenge of this era of 
change to, at the very least, become aware of the nature and significance of these 
stimulating and important developments. 

In addition to the virtual certainty that the resolution of many of the problems 
now so pressing in the fire field will have important repercussions in the casualty 
field and thus involve vital interests of the casualty associates of the mutual fire 
carriers, it also seems unlikely that solutions reached without the active participation 
of mutual carriers will invariably be such as to enable the mutual companies to 
accommodate themselves to the results without important and perhaps harmful 


*° The Escott Plan, the Liberty Mutual Plan, the Pearl Plan, the North America Plan. 

** See Fire Insurance Terms and Discounts, report by Deputy Superintendent Thomas C. Morrill to 
Robert E. Dineen, Superintendent of Insurance, New York, January 18, 1950. 

*8Sce Ruling of Robert E. Dineen, Superintendent of Insurance, New York, to the effect that such 
plans are not regulated under the New York rating law, March 23, 1950. 

2° See Rosert E. DINEEN, THE Lert Hanp anp THE Ricur Hanp (1948). 
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adjustments. It is at least a matter of doubt if such solutions so reached can form 
a stable and permanent base upon which the fire rate regulatory structure can rest. 

Likewise, one cannot but wonder whether, in years to come, it will be feasible 
to continue without some modification a pattern of regulation under which a sub- 
stantial portion of the business actually has no effective vote or voice in the councils 
of the rating organizations even though, in many respects, it must accept the results 
of those councils. 

There is also a question whether the administrative handicaps of a system which 
now involves numerous independently operated state or regional rating organiza- 
tions will not become so obvious and so burdensome as to create considerable pres- 
sure for a national fire rating organization. Indeed, there appears to have been at 
least some discussion of such an organization.” But, of course, it may take a long 
time for such an idea to become accepted. One recalls that a National Rating 
Organization for Multiple Location Risks was proposed as early as 1942 by the In- 
dustry Fire Committee on Interstate Rating," and that such an organization has not 
as yet been created, although the need for it continues, only slightly abated by the 
creation of the Multiple Location Service Office, an advisory organization which 
performs some of the functions essential to the rating of interstate multiple location 
risks, 


Ill 


Loss AND ExpENSE RECORDING AND REPORTING 


However widely the rate regulatory pattern may vary among the states or between 
fire and casualty insurance, it will be found that practically every pattern includes 
the basic requirement that rates must not be “excessive, inadequate, or unfairly dis- 
criminatory.” But how shall the ratemaker know enough to construct a set of rates 
possessing these characteristics, and how can the regulatory official know whether it 
is his duty to permit such a set of rates to be used or to prevent their use? 

The answer is that, as a matter of necessity, there must be some objective stand- 
ard, usable by both the maker and the judger of rates, against which the loss ele- 
ments in a filing under consideration can be measured. This standard is, of course, 
the accumulated experience of the past. 

Full recognition of this fact is present in the text of the All-Industry Bills, and in 
the writings of those who participated in drafting the bills. 

Thus, we find that most state rate regulatory statutes provide: 

The commissioner shall promulgate reasonable rules and statistical plans, reasonably 


adapted to each of the rating systems on file with him . . . which shall be used thereafter 
by each insurer in the recording and reporting of its . . . experience, in order that the 


*°See National Rating—Talk of a National Fire Insurance Rating Organization Won't Down, 
Journal of Commerce (New York), April 4, 1950. See also Kenney, This Question of Streamlining the 
Fire Insurance Business, United States Investor, April 15, 1950. 

*1 See the three reports of this Committee, Nov. 19, 1942, Oct. 27, 1945, and April 13, 1948, Pro- 
ceepines N. A. I. C. 

*8 This was Section 13(a) of the All-Industry Bill. (Italics supplied.) 
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experience of all insurers may be made available . . . in such form and detail as may be 
necessary to aid him in determining whether rating systems comply with the standards set 
forth in Section 3.... No insurer shall be required to record or report its loss experience 
on a classification basis that is inconsistent with the rating system filed by it. The com- 
missioner may designate . . . agencies to assist him in gathering such experience and 
making compilations thereof, and such compilations shall be made available, subject to 
reasonable rules promulgated by the commissioner, to insurers and rating organizations. 


Also the Explanatory Memorandum, Casualty and Surety Rate Regulatory Bill 
prepared by the All-Industry Committee, contains some very explicit statements re- 
ferring to the necessity of combining experience: 

Combining experience is essential in casualty and surety ratemaking . . . rates are made 
upon the assumption that the future will, within reasonable limits, repeat the past. The 
broader the basis of past performance, the greater is the probability that it is not distorted 
by chance and the greater becomes the degree of accuracy of prognosis. The average 
insurer does not have a sufficient volume of business to render its own experience a safe 
guide for the future. Hence, it is usually necessary that the experience of a number of in- 
surers be combined in the making of rates. 


Even though we may have an appreciation that a degree of truth is contained in 
Lord Halsbury’s observation, “My Lords . . . in construing a statute I believe the 
worst person to construe it is the person who is responsible for its draft,” we should 
have no difficulty construing statutes based upon Section 13(a) of the All-Industry 
Bill, if we bear in mind that a fundamental principle of statutory construction is 
to “... consider from the start the legislative purpose and intention.”** The purpose 
of the Rate Regulatory Acts is “. . . to promote the public welfare by regulating 
insurance rates to the end that they shall not be excessive, inadequate or unfairly 
discriminatory. . . . (Sec. 1.) If, as the drafters of the explanatory memorandum 
stated, combining experience is essential, it cannot be doubted that Section 13(a) 
contemplates statistical plans under which experience can be combined. In de- 
termining the legislative intent, “the purpose for which a law was enacted is a mat- 
ter of prime importance in arriving at a correct interpretation of its points,” and 
“‘a thing within the object, spirit and the meaning of the statute is as much within 
the statute as if it were within the letter.’ ”** 

The purpose of the limitation upon the power of the commissioner is entirely 
clear and logical. An insurer should not be required to set up a statistical plan which 
bears an inconsistent and illogical relation to his rating system—to that extent the 
individual insurer may be accommodated, but he must not be permitted to defeat 
the purpose of enabling rates to be made and judged on the basis of combined experi- 
ence, and he should not reasonably expect to use rating systems more detailed than 
his statistical system. 

Thus, it is clear that Section 13(a) contemplates and in fact requires the promul- 
gation and use of statistical plans under which all insurers record and report their 
loss experience on a basis consistent with and at least in the same degree of de- 


881] J. G. SuTHERLAND, SraTuTORY ConstRuCTION §4701 (3rd ed., Horack, 1943). 
%11 id. at §§369, 379 (2d ed., Lewis, 1904). 
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tail as their rating systems.”> Otherwise, the primary purposes of the law are de- 
feated. If the rating systems are more detailed than the statistical plans, which 
are relied upon to produce the ability to judge whether the rating system possesses 
the essential attributes, neither the supervisor nor the ratemaker will ever be in the 
position of possessing an objective standard capable of being used in either rate- 
making or rate-judging. A simple illustration will be useful. The insurer desires 
to use a rating system for private passenger automobiles (representing a very large 
volume of experience) which involves territorial differentials within each classifica- 
tion. The statistical plan which it desires to use makes provision for reporting state- 
wide results by class. Territorial results, however, are not reported by class but 
combine all classes. If this is permitted as to a kind of insurance producing a large 
volume of experience, several very undesirable results follow, and the statutory pur- 
pose is defeated. Unless statistics are available on a basis which permits territorial 
variations within classes to be judged according to the standards of the law, not 
only is the insurer deprived of ability ever to furnish statistical justification for his 
filing, but the supervisor is forced to rely upon his judgment in accepting or rejecting 
the filing. While judgment is, of course, necessary, especially in dealing with kinds 
of business as to which the volume of experience, by territorial classification or 
otherwise, is too small to be credible, it should not be resorted to when objective 
standards can easily be made available. 

Although it is recognized that over-refinement in statistical plans is as much to 
be avoided as excessive crudity, still it would seem necessary before long for each 
supervisor to bring about the use of statistical plans which do, in fact, make available 
the experience of all insurers in such form and detail as will make it possible for him 
to be aided by such experience in determining whether rates do or do not meet the 
standards. Only then will compilations of such experience be of sufficient value 
to the ratemaker to enable him to rely strongly upon them in making filings on a 
basis which assures that their use is in accordance with law, and only then will we 
be confident that the system fully merits the degree of public and legislative confi- 
dence which we must have if we are to continue without governmental compe- 
tition. 

IV 


Rate Recuiatory Laws 


While it is not uncommon to refer to the rate regulatory law of a particular 
jurisdiction as though it, in and of itself, supplied the actual pattern of regulation, 
it will be appreciated that several different patterns of regulation can exist under 
the same law. In any of several states it is entirely possible under the law of that 
state to have some such situation as this: 


*5 A, Lawrence Lowell once gave this account of the solution of a problem of statutory construction. 
A Chinese woman, holding a proper permit to come to this country, landed in San Francisco with a child 
born during the voyage. The immigration officer asked his supervisor whether the child, having no 
landing permit as the statute required, must be sent back to China. The answer was appropriate, “‘Don’t 
be a damned fool.” 




















Mutwuat Insurance Unper Rate Recutation 551 


The National Council on Compensation Insurance, a bipartisan organization, bal- 
anced as to stock and non-stock control, will make rates for-workmen’s compensa- 
tion insurance, based upon the experience of all carriers and uniform among all 
carriers (except for a few deviations) as to pure premiums. The rates will also 
be uniform among stock carriers as to expense loadings, and uniform among non- 
stock carriers as to expense loadings. 

The National Bureau of Casualty Underwriters and the Mutual Insurance Rating 
Bureau, each a partisan organization, will be cooperating in making automobile 
bodily injury and property damage liability rates on the basis of the experience of all 
carriers. Or instead the National Bureau may be making automobile bodily in- 
jury and property damage liability rates on the basis of its members’ experience 
only, the Mutual Bureau may be making automobile bodily injury and property 
damage liability rates on the basis of the experience of all companies, to the extent 
available, and various “independents” will be making and filing their own auto- 
mobile rates. 

The National Automobile Underwriters Association, a stock company con- 
trolled rating organization having mutual companies as subscribers, will be making 
rates for automobile physical damage coverages on the basis of the experience of 
members and subscribers only. 

A stock company controlled fire rating organization having mutual companies 
as subscribers will be making rates for fire insurance. 

These various patterns tend to develop without being greatly affected by minor 
variations in the rate regulatory laws, and such variations are entirely permissible 
under the All-Industry Bills. There are, however, a few jurisdictions having laws 
so different from the normal as to require special mention. 

Idaho has no casualty rate regulatory law. One effect of this is to create a cer- 
tain amount of fear among bureau members, who would normally and naturally 
desire to follow the same practices in Idaho as elsewhere, that the similarity in actual 
practice may lead to inferences that such similarity results from some sort of tacit 
illegal agreement to act together. Another result has been to increase somewhat the 
cost and trouble of doing business in Idaho—this because many carriers accustomed 
to rely upon the bureaus for numerous services find it necessary to perform them 
unaided. There has been no noticeable effect as yet in terms of increased or de- 
creased rates or in terms of coverages being available there which are not available 
elsewhere. 

The Missouri casualty law does not require that rates be filed, a situation to dis- 
courage the most conscientious of administrators. 

California also has a kind of law (fire and casualty other than workmen’s com- 
pensation) which could cause the adminstrator to conclude that his task was almost 
hopeless. Rates are required to be not excessive, inadequate, or unfairly discrimina- 
tory, but members of a rating bureau may not agree to adhere to its rates, and rates 
need not be filed with the commissioner but only with the rating organization, or 
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in the case of a non-member, in the company’s California office. Here, as in 
Missouri, only the most extraordinary docility on the part of the carriers will prevent 
the states from becoming the proving ground for a considerable assortment of 
bizarre rates, rating plans, and forms of coverages.”* 

We must assume that not every commissioner is apt to combine the technical 
knowledge of the most able of actuaries, the investigatory skill of the Federal Bureau 
of Investigation, the agility of the Green Hornet, and the luck of Dick Tracy. 

While the companies can probably learn much of value from such facile experi- 
mentation, the problem which the buyer faces of distinguishing between the good 
and the spurious becomes increasingly difficult as the number of choices increase, 
especially if the administrator is hard-pressed to catch up with “the burglars.” 

Montana’s law has no provision requiring the filing of casualty rates by non- 
bureau members. 

Several states have provisions which define or interpret one or more of the stand- 
ards (i.¢., reasonable, adequate, and not unfairly discriminatory) in a way to make 
it virtually meaningless and impossible of practical application, e.g.: 

“No rate shall be held to be excessive if the commissioner finds that free compe- 
tition exists in the area and in the classification. . . .”?" 

Montana’s law provides that “No rate shall be held to be inadequate unless the 
Commissioner finds that the continued use of such rate shall endanger the solvency 
of the insurer. . . .”?8 ; 

It would seem that a very large strong company could charge inadequate rates 
for any given kind of insurance for a long time before insolvency threatened— 
meanwhile acquiring considerable volume in that class and perhaps endangering 
others whose volume of business did not permit such manipulation. 

Also, many states omit any requirement that rates be on file for some stated period 
before they are used and fail to provide any means whereby overcharges or under- 
charges may be recovered, thus making it virtually impossible consistently to enforce 
the standards, if carriers desired to “get away with” violations. 

In view of the fact that the Arkansas law, which closely follows the All-Industry 
pattern, has withstood legal attack in both a Federal District Court and in the 
Federal Court of Appeals for the Eighth Circuit,”® and that it has by this time been 


*° Bulletin No. 96 issued by the Department of Insurance of the State of California, April 14, 1950, 
in order to assist insurers in obtaining a proper understanding of the California Rating Law, includes 
the following statements: 

“Certain insurers have established sub-standard classifications for which they have adopted rate sur- 
charges or rate increases above their normal rates for standard or preferred classifications. After review 
by the staff of the Bureau of Rate Regulation, it has been found that in very few cases is the use of sub- 
standard classes and rates by insurers justified by the experience data accumulated and maintained by 
them; nor have these rates been formulated in accordance with the standards enumerated in Section 
rea, P.2, ; 

“An investigation made as a result of complaints received by this Department has revealed wide- 
spread inconsistencies in the correcting or changing of policies affected by rate changes or rate revisions.” 
F,.3. 

*7IpaHo Cope tit. 41, §2003(b)(1) (1947); Ariz. Cope c. 61, §1102(a)(2) (Cum. Supp. 1949). 

*8 Mont. Laws 1947, ¢. 255, §7. 

*° North Little Rock Trans. Co. v. Casualty Reciprocal Exchange, 85 F. Supp. 961, 181 F. 2d 174 
(8th Cir. 1950). 
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amply demonstrated that the All-Industry pattern of rate regulatory law does, in 
fact, permit great flexibility, it would seem to be a wise thing for states having laws 
containing important departures from a pattern of law which has been found to be 
legally sufficient, to bring their laws into harmony with the established standard. 


V 


CoMPETITION 


The late Clarence W. Hobbs, a man who knew as much as anyone about the 
workmen’s compensation rating system—under which a high degree of initial price 
uniformity was the prevailing situation—once remarked that “competition is a form 
of warfare, and its consequences are frequently only slightly less harmful to the 
victor than to the vanquished.”*° 

S. Bruce Black, President of Liberty Mutual Insurance Company, the largest 
writer of workmen’s compensation insurance, attributes to competition among 
workmen’s compensation carriers the development of loss prevention services and a 
large share of the credit for the magnificent results achieved by private insurance 
in the field of industrial safety. The record is indeed a proud one. In New York 
the fatality rate per 100,000 workers has dropped 50 per cent since 1924; in Massachu- 
setts, 69 per cent; in Illinois, 60 per cent, and in Pennsylvania, 78 per cent, all since 
1917.*7 

Actually there is no conflict between these statements. Mr. Hobbs was speaking 
of the sort of unrestrained competition which occurs in the absence of reasonable 
regulation, and Mr. Black is speaking of the competition which occurs within the 
framework of the most complete rate regulatory system now existing. The point 
is that the effect of the highest degree of regulation now existing in the insurance 
business, the system which involves the most scientific ratemaking methods and a 
high degree of uniformity among carriers in the various groups, has not been to 
stifle competition but to turn it into channels where it has been of enormous 
benefit to our economic society and to the individual worker. 

Rate regulation does not end competition, it does not end old rivalries, it need 
not end progress in developing new coverages and new rating plans. It does re- 
quire these developments to take place in a manner consistent with the attainment 
of the ideal of fairness implicit in the requirement that there be no unfair dis- 
crimination, and with the maintenance of a price structure which is neither too high 
nor too low. 

Nor does rate regulation confer any special competitive advantage upon any 
particular group of companies, a claim often asserted as to the mutuals by those 


8° XXVIII ProcEepINGs oF THE CasuALTy ACTUARIAL SociETy No. 57, STATE REGULATION oF INsUR- 


ANCE Rares pt. 1, 37 (1941). 

52 See 38th Annual Report of Liberty Mutual Ins. Co. for the year ended December 31, 1949. 
Results bear out the statement that competition reduces accidents. 

“, . . Competition among insurance companies has helped industry make jobs safer and safer for 


workers.” Id. at 3, 5. 


“ 
. 
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who opposed the all-industry type of rate regulatory legislation.** It is difficult to 
prove this statistically because so many factors contribute to overall results. How- 
ever, it can be shown that the mutuals have enjoyed no extraordinary growth in 
the lines as to which regulation has been so greatly extended, i.e., automobile and 
general liability. In 1941 mutual carriers wrote 27 per cent of the total automobile 
insurance written. Stock and reciprocals wrote 73 per cent. In 1948 the percentages 
were exactly the same, although there are of course many fluctuations among the 
various states and companies. In 1941 mutual carriers wrote 15.5 per cent of the 
total liability and property damage (other than automobile) premiums, while stocks 
and reciprocals wrote 84.5 per cent of the market. In 1948 the stocks and reciprocals 
wrote 84 per cent and the mutuals 16 per cent.** 

In workmen’s compensation—a field in which the mutuals generally enjoy a 
good degree of success—the mutuals wrote 29.9 per cent in 1941 and 30.3 per cent in 
1948.54 

Doubtless these figures were affected by wartime difficulties, nor do they 
give any indication of the relative degree of success each group will attain in the 
future. 

It would, however, seem to be sound to conclude that factors other than the 
kind of rate regulatory pattern which may happen to exist will determine the degree 
of competitive success. Probably Ray Murphy, the distinguished General Counsel 
of the Association of Casualty Companies, a stock company organization, put 
the matter about as succinctly and accurately as possible when he said, after 
reviewing statistical data, “. . . there is no rhyme or reason to the claim that rate 
regulation, per se, is what governs the placement of business”®® (as between 
stocks and mutuals). 


VI 


CasuaLty INSURANCE 


Apart from the regulatory pattern which exists in Texas and Louisiana, where 
the state actually makes and promulgates rates for casualty insurance, as distinguished 
from merely permitting, with or without express approval, the use of rates filed by 
insurers or rating organizations, four principal systems of casualty insurance rating 


2 See CARLETON I. FisHER, STATE REGULATION OF INSURANCE—THE Case AGAINST THE ALL-INDUSTRY 
Bits (pamphlet published by the Rhode Island Association of Insurance Agents). See also Orro Pat- 
TERSON, INSURANCE AT THE CROSSROADS—THE MENACE OF THE ALL-INDUsTRY BiLLs (1947). ‘This dis- 
cussion, in addition to predicting great competitive advantages for mutuals, also asserts that the All- 
Industry Bills “‘ . . . start the American Agency System down the primrose path to oblivion; that within 
a few years it would become as extinct as the dinosaur and the dodo.” A fate which, happily for us all, 
as yet shows no faint sign of being accomplished. 

Edward C. Stone, U. S. General Manager and Attorney, The Employers’ Group, also, on various 
occasions, expressed the view that the All-Industry Bill gave participating carriers “undue competitive 
advantage.” See, ¢.g., Comments on Commissioners’ Fire and Inland Marine Rating Bill, Insurance 
Advocate, December 22, 1945. 

** Data from Liberty Mutual Research Department. 

*“Specrator YEAR Book (1941), (1948). 

** Hearing before the Insurance Committee of the Massachusetts Legislature (March 21, 1947). 
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may be said to exist, all under the same or similar rate regulatory laws. These are: 
(1) The workmen’s compensation system, (2) the general casualty insurance system 
in states where the two principal rating organizations cooperate as to all general 
casualty lines, (3) the automobile insurance system in states where the two prin- 
cipal rating organizations cooperate as to automobile liability only, and (4) the 
system in effect where the rating organizations do not cooperate. As to (1), (2), 
and (3), rates are based upon the combined loss experience of all carriers. 

If we seek to make a sound decision as to which of these patterns furnishes the 
best model for the future, we might well make an exhaustive analysis of each and 
attempt to determine the extent to which the purposes and ideals of rate regulation 
have been achieved or are achievable under each. It would first be necessary to settle 
upon what those purposes and ideals are, and then to seek to compare characteristic 
results of each system with the agreed-upon purposes and ideals. A full performance 
of such an undertaking would be far beyond the space limitations of this article 
and would require the work of many people. Perhaps, however, it will be possible 
here to state what the purposes and ideals are thought to be and to state some of the 
history and characteristics of two of these patterns, possibly as a starting point for 
further exploration by others. 

The mutual carriers have, at various times in the past, undertaken to state their 
beliefs as to the ideals and objectives of rate regulation. In a memorandum drafted 
by a special committee of the American Mutual Alliance some time in 1946, the 
following appears: 

Insurance affects the lives, property, welfare and security of a large part of the total 
population. Insurance takes small amounts of premium from great numbers of people 
for the benefit of the few who are struck by catastrophe. Insurance, through the safe- 
guarding and investment of funds in effect held in trust for claimants, exercises a tre- 
mendous influence upon the economic life and organization of the country. Insurance 
contracts are complicated legal documents, the interpretation and evaluation of which 
are entirely outside the scope of ordinary activities of most insurance buyers. Manifestly it 
is greatly in the public interest that the public be able to buy such contracts easily, that the 
public can rely on the contract without legal advice, that the price charged for the 
protection of the contract be fair, reasonable and not excessive, that all buyers are 
treated alike without unfair discrimination, and above all, that the protection so purchased 
will be given when needed through the continued solvency of the issuing insurance carrier. 
These legitimate public interests cannot be protected in full measure without sound 
and effective rate regulation. 

In another memorandum, State Regulation of Casualty Insurance Rates, No- 
vember 1947, there is the following passage: 

Probably all would agree that the great objective is solvency and that the next most 
important objective is equity or fairness in the practices of companies and their agents. 
One arrives at each of these great objectives by studying the role of insurance in our 
economic system and its inherent characteristics. 

There is, however, another objective which derives from the essential character of our 
economic and political systems. It is to preserve as much competitive opportunity as is 
consistent with the attainment of the great objectives. 
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Thus every important decision as to ratemaking and administration requires the 
considered balancing of diverse and complex factors. There must be a balance between 
elasticity and uniformity, between the greater equity which comes from lack of such re- 
finement, between freedom of competition and safety from combination. Such balancing 
must be done in light of the goals to be sought and in light of their relative importance. 

This is not to substitute regimentation for enterprise, much less to despair of the pri- 
vate enterprise system. It is the sort of balancing of power and freedom, safety and risk, 
which must be wisely done if private enterprise is to continue to function in a compli- 
cated world. 


These two statements probably may be taken as expressing the fundamental 
beliefs of a large group of mutual casualty and fire companies, and to constitute 
the bench marks against which we would measure the merits of the various regu- 
latory systems existing today. 

Let us now look briefly at the workmen’s compensation system. A national 
ratemaking body, the National Council on Compensation Insurance, makes rates 
for about thirty states.°® As to these states, the classification system is uniform, and 
the loss experience of virtually all carriers is collected according to such classifica- 
tions. This collection is under a uniform statistical plan. The loss experience of all 
reporting carriers is combined for ratemaking purposes. The stock carriers as a 
group use a set of expense loadings which is designed to produce enough to enable 
a well and economically managed stock company to pay its expenses, experience a 
normal loss ratio, and have left over a small margin for profit. The mutual carriers 
as a group use a different set of expense loadings, designed to enable a well and 
economically managed mutual to pay its expenses, experience a normal loss ratio, 
and have left over such margin of safety as prudent management policy may require, 
returnable to policyholders in the form of dividends to the extent not otherwise re- 
quired. Either group is free to change its expense loadings if such change can be 
justified. : 

The organization is run by committees composed of an equal number of stock 
and non-stock carriers. Rates are revised annually on the basis of the most recent 
available experience. Judgment factors are not generally employed, and it is gen- 
erally recognized that under normal conditions this system should, over a period of 
time, produce the desired result, i.¢., a permissible loss ratio. At any given point 
in the economic cycle rates may be somewhat too high or somewhat too low. Those 
who defend the system point out that these departures from perfection are apt to be 
less serious than would be the case if judgment factors had been employed and 
turned out to be wrong. 

The system produces a high degree of stability. Well-run companies of reasonable 


*° States in which a state fund has a monopoly of the workmen’s compensation insurance business 
are Ohio, West Virginia, Wyoming, Nevada, Washington, Oregon, and North Dakota. 

States having independent bureaus, cooperating in varying degree with the National Council on 
Compensation Insurance, are Massachusetts, New York, New Jersey, North Carolina, Michigan, Wis- 
consin, Pennsylvania, Delaware, Virginia, Minnesota, Indiana, and California. In Texas and Louisiana, 
the rates are promulgated by the state. In all other states the National Council is the rating organization 
for workmen’s compensation insurance. 
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financial strength can be confident of their continuing ability to stay in business at 
a reasonable margin of profit. The ideal of no unfair discrimination is attained in 
maximum degree, assuming of course that expense loadings are correct by size of 
risk. Considerable price. competition exists even among companies of each group 
because several rating plans are available which make it possible for risks to earn 
premium credits or refunds because of favorable loss experience. This causes the 
companies to place great emphasis upon loss prevention activities, to the very great 
benefit of both employer and employee. 

How did such a system happen to get started? The late Clarence W. Hobbs 
gave his opinion in these words: 


Non-partisan bureaus appeared, partly, at least, as the result of pressure from super- 
visory authorities. The authorities wanted uniformity in classifications, underwriting 
forms, manual rules and statistical methods; without these, rate supervision would be- 
come enormously difficult. Rate competition was generally not desired. Thus, in state 
after state, bureaus were set up: when this became expensive, and productive of diverse 
practices, a central organization, or rather a succession of them was set up, culminating 
in the National Council on Compensation Insurance. Centralization however is by no 
means complete, and was not intended to be: but the central performance of statistical 
functions has saved much money, and a central unifying influence has saved much more. 


The reference to centralization not being complete is by way of recognition of 
the existence of “independent bureaus,” i.e., not branches of the National Council, 
in New York, Massachusetts, Pennsylvania, Delaware, New Jersey, California, Min- 
nesota, Wisconsin, Virginia, North Carolina, and Indiana. In all of these, however, 
a considerable degree of uniformity in statistical and ratemaking procedures, manuals, 
and forms exists, and in some much of the basic data is prepared by the National 
Council. 

The National Council, and also the independent workmen’s compensation bu- 
reaus, have generally been under the watchful eye of the National Association of 
Insurance Commissioners or of the supervisory authority in the state in which the bu- 
reau functions, although that circumstance has not prevented the Commissioner 
from manifesting a highly skeptical attitude when rate increases are sought, even if 
he has been fully informed as to every detail of the proposal at the time it was 
being developed by the bureau. Indeed, a disheartening aspect of the workmen’s 
compensation system is the lack of greater understanding of its workings and 
lack of greater confidence in its results, in spite of its scientific nature and lack of 
unjustifiable procedures. One would naturally suppose that a system which operated 
so entirely under the eye of the rate regulatory officials would be strongly defended 
by them against criticism by policyholders and, more recently, by labor representa- 
tives. The paradox becomes more acute as one realizes that but for the ready avail- 
ability of the masses of exact and detailed information used to produce the rates, the 
opponents of a rate change would have a most difficult task to produce factual data 
of any degree of reliability whatever upon which to base their attacks. Actually 
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the attacks upon proposed rates are largely by way of arguments as to the manner 
in which the data should be interpreted. 

The system has produced a vast and invaluable body of statistical information, 
thus enabling rates to be made and judged with confidence. The policy contracts 
now in use are broad and reliable and are still improving. Buyers are treated with- 
out unfair discrimination. Claimants can be confident that they will be paid. Com- 
petitive opportunity is not lost, and great economic and social waste has been pre- 
vented by the emphasis on safety engineering and good medical care which the 
system encourages. Changes are introduced whenever the composite judgment of 
the experts on the Committees indicates that change should occur. A spirit of critical 
self-analysis has been preserved. 

One can only hope that such difficulties as have been encountered in the recent 
past will not deter and discourage those who believe in the system, and in the value, 
validity, and fairness of its results, from continuing to strive for perfection, and for 
the degree of public acceptance which the system deserves and requires. 


VII 


AvutomosiLe LIABILITY 


In the automobile liability field there are two principal rating organizations—the 
National Bureau of Casualty Underwriters (a stock company organization), operating 
in all states having rate regulatory laws which permit bureau operation, and the 
Mutual Insurance Rating Bureau, operating in (or in the process of obtaining licenses 
in) 42 states. A 

In a few states, New York being one, rates are made on the basis of the com- 
bined experience of all carriers, but in most states the National Bureau makes its 
rates on the experience of National Bureau companies, and the Mutual Bureau makes 
its rates on the basis of the combined experience of all carriers, to the extent com- 
binable experience is available. 

In New York, and the other states where full cooperation exists, until very 
recently rates were uniform among all carriers. More recently independent filings 
which differ from Bureau filings have been permitted. 

The history of automobile liability rate regulation in New York is a fascinating 
one, worthy of close study today. 

Uniformity in automobile liability rates came about as a result of an order of 
Superintendent of Insurance George S. Van Schaick, on February 23, 1932. This 
had been preceded by a period of turmoil. Early in 1929 a group of stock com- 
panies found it necessary to complain to the New York Insurance Department that 
abuses were occurring in automobile fleet rating. The National Bureau proposed 
that it become a stamping office through which all fleet policies would clear. The 
mutual companies acting through a committee (the Mutual Bureau not being in 
existence at that time) suggested a non-partisan bureau to which all carriers would 
belong. The National Bureau did not favor the proposal. The Superintendent sug- 
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gested that each group should have its own bureau and that plans should be made 
for the exchange of experience. 

At the same time these activities were occurring the legislature was enacting a 
Safety Responsibility Law which had the practical effect of requiring rates for auto- 
mobile liability insurance to be approved before use. Thus, in July, 1929, the Super- 
intendent called upon all carriers to submit rate filings, effective September 1, 1929, 
with full supporting data. It was also indicated that uniform rates would be 
established, except for deviations, and that each carrier would have to be either a 
member of a bureau, adopt the rates of a bureau (or deviate uniformly), or file a com- 
plete manual and support it by the combined experience filed under official calls. 
All filings would be reviewed but only one approved (subject to uniform deviation). 

The prospective burden upon individual carriers was such that this, combined 
with the fleet rating situation, caused the mutual companies to organize the Mutual 
Bureau. It began to function in November, 1929, and plunged into the work of 
consolidating stock and mutual company experience and calculating a set of rates 
based upon the combined experience. In due course these rates were filed. 

Meanwhile the National Bureau prepared and filed a set of rates based upon 
the experience of its members only. Thus the Department had two sets of rates 
before it. After weighing all of the evidence, the Department selected a set of rates 
which were forwarded to the National Bureau, Mutual Bureau, and the non-Bureau 
companies with the statement the Department was prepared to approve such rates 
for all companies. The rates selected by the Department were virtually the same 
rates as filed by the Mutual Bureau based upon the combined loss experience of all 
companies, stock and mutual. The Mutual Bureau, accordingly, filed the rates 
proposed by the Department. The National Bureau strongly objected to filing the 
proposed rates and, after considerable discussion, filed a set of rates with an over-all 
effect higher than the rates proposed by the Department, but lower than the rates 
originally filed by the National Bureau based upon the experience of their members 
only. The two sets of rates filed by the Mutual Bureau and the National Bureau, 
respectively, became effective February 3, 1930, and immediately thereafter, one 
by one, non-Bureau companies received approval of deviations, not all of which were 
uniform, and in a short time there were about as many sets of rates as before. 

Late in 1931, the National Bureau again filed a revision of rates on the basis of 
experience of their members only, which became effective January 18, 1932. This 
revision involved a substantial over-all increase in the National Bureau rates and, 
accordingly, materially increased the existing differential in rates between the two 
Bureaus, the Mutual Bureau rates being considerably lower. This wide difference 
in rates created considerable disorder in the business. 

In the meantime, the Mutual Bureau was working on a revision of rates, based 
upon the combined loss experience of all companies, which produced a set of rates 
generally lower than the National Bureau rates which became effective January 18, 
1932. When the rates developed by the Mutual Bureau were submitted to the De- 
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partment, Superintendent George S. Van Schaick called for conferences and in- 
sisted that an agreement be reached upon a uniform set of rates, underwriting rules, 
and rating plans, and stipulated that consideration be given to the combined loss 
experience of all companies as compiled by the Mutual Bureau. Finally, uniform 
rates were approved, effective March 1, 1932, and the National Bureau revision of 
rates, effective January 18, 1932, was rescinded retroactively. Deviations from the 
uniform rates were viewed much less liberally and actual uniformity prevailed, which 
state of affairs has continued substantially up to the present. Recently several 
departures from prevailing rates and rules raise a question as to how far the De- 
partment is willing to go in permitting a return to earlier conditions. 

Obviously when absolute uniformity is approached, the degree of public con- 
fidence that the rates are correct should be at its maximum. Competition as to 
initial price is at a minimum, and the responsibility of the supervisor to make sure 
that regulation is serving as a satisfactory substitute for competitive pressures on 
prices is great. It is, however, possible for this great responsibility to be discharged, 
if such conditions prevail. At the other extreme, i.c., any number of sets of rates 
being permitted, it is difficult to see how the public can have any confidence that it 
is being fairly treated, and difficult to understand how the administrator could 
possibly be enough of a superman to be able to pick and choose among the numerous 
filings which ones will and which ones won’t meet the statutory standards. 

To avoid utter administrative impotency it would seem essential that at the very 
minimum a detailed uniform classification system be in effect, that loss experience 
collected under this system be available on a combinable basis, and that each com- 
pany or group be required to justify its expense loadings. 


Vill 


Fire INsurRANCE 


As mentioned earlier, the fire rating system is characterized by numerous bureaus, 
nearly all stock company controlled, and by rating methods in which judgment 
plays a very large part. Statistics are collected but it is said that these are not in form 
suitable for ratemaking.** Among the great questions facing the fire business are: 
Can its rating methods become more scientific and based more upon statistical 
experience and less upon judgment? Is the system of numerous bureaus a satis- 
factory one? Are organizational changes desirable? Can jurisdictional difficulties 
be solved in such a way as to enable multiple line underwriting to develop without 
undue restrictions? 

That all these questions must be approached with the view of developing the 
maximum public confidence in the business should be self-evident. That some of 
the leaders of the business understand this very clearly is encouraging. 


*7 Donald C. Bowersock, President of the Boston Insurance Company, is quoted by The Standard, 
April 21, 1950, as testifying: ‘The statistics that have been compiled for a number of years by the 
National Board of Fire Underwriters are not adequate for rate making purposes.” 
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Ratinc OrcANniIzATIONS 


Except with respect to those states which make and promulgate rates for all 
carriers, it is very doubtful that it could be shown that any pattern of rate regulation, 
whether under law or by way of “self-regulation,” applied to a major and competi- 
tive kind of insurance, has ever been successful in bringing about general adherence 
to rates which even approximated being reasonable and adequate and not unfairly 
discriminatory, without there being, as the very core and essence of the pattern, a 
strong rating organization exercising discipline over its membership. 

If, under any of the various patterns of regulation existing under legislation 
modeled upon the All-Industry Bills, rating bureaus should cease to attract and 
hold members constituting a substantial part of all those engaged in writing any 
given major kind of insurance, adequate regulation of the rates for that kind of 
insurance would become administratively impossible. No insurance department 
is now staffed, nor is. apt to be, to the point of being able to make a prompt and 
adequate review of a very large number of different filings. Nor is it likely that 
the public would long tolerate being forced to make such difficult choices as would 
be presented if a myriad of forms and rates were available to them. 

The freedom which exists today to be an independent filer rather than a mem- 
ber or subscriber, can soundly endure only so long as not too many choose to 
exercise it. 

Thus, one of the great questions of today and tomorrow is how the rating 
organizations can hold their membership in the face of the temptations which exist 
when non-member independent filers succeed in obtaining the right to use rates or 
coverages not easily available to members, because a majority are not willing that 
the bureau file such rates or coverages. 

In the two years or so since rate regulation became widespread, the bureaus 
have tended to show a great increase in membership. For example, the Mutual 
Insurance Rating Bureau’s membership increased by about 50 per cent from Janu- 
ary 1, 1944 to January 1, 1950. It should be recognized, however, that not all of the 
increase in Bureau membership is a direct result of the passage of rate regulatory 
laws. The rapid enactment of multiple line underwriting legislation, bringing fire 
companies into the casualty business ahd casualty companies into the fire business 
with each requiring assistance as to the new lines, the broadening of the territorial 
scope of Bureau operations in many cases, resulting indirectly from the passage of 
rate regulatory laws, the incorporation of new companies, and companies moving 
from subscribership to membership status all contributed to the increase in Bureau 
membership. However, some increase was to be expected as a result of rate regu- 
latory laws, because as to many companies the task of making and supporting rate 
filings was new, strange, and difficult, and the services of a rating organization were, 
as a practical matter, essential. But as the task becomes more familiar, even though 
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still difficult and burdensome, how many will continue to be willing to remain 
obligated to use bureau filings in the face of attrition from non-members, one having 
a competitive edge in one line, another in another, this one having a rate advantage, 
another an attractive form of coverage? 

Part of the answer lies in a clear recognition by the bureaus that they must remain 
alert and progressive. They must not serve to stifle but rather must furnish a 
means of expression for the progressives within the membership. Innovations must 
not become the prerogative of the independent but a normal part of bureau opera- 
tion. Coverages utilizing newly acquired multiple line underwriting powers must 
not be forced to remain on the drafting boards because of the extremely difficult 
and delicate adjustment of spheres of authority which may have to occur. 

Happily it may be said that as to some lines of insurance, groups working with- 
in the framework of the rating organizations have been able to bring about, in an 
orderly way, many very great improvements in coverages and in rating methods. 
Such zeal must somehow continue within the groups heretofore possessing it, and 
some way must be found to cause it to grow in the heretofore more conservative 
organizations. 

Another part of the answer lies with the regulatory authorities. They should 
not apply a more strict standard to innovations made by rating organizations than 
to those attempted by independents. Indeed the standard should be precisely 
the same, not only with respect to innovations but with respect to all filings. More- 
over, each filer, whether independent or bureau, should be willing to, and probably 
required to, justify his filing on the basis of the whole body of experience accumu- 
lated and made available to all under Section 13 of the All-Industry Bills. 

Philosophic justification of rate filings is doubtless necessary at times, especially 
as to new’ ideas and frequently during the development stage of any regulatory 
system. But since such justification rests upon logical assumptions, rather than 
upon factual support, it seems not to offer a very sure way to maximum public ac- 
ceptance of our product, and should be resorted to less, rather than more, as data 
accumulates and as the many efforts to improve statistical methods begin to make 
better information available to ratemakers and supervisors alike. Here again balance 
must be sought. ‘The limitations of statistical methods must be understood and 
over-rigidity should not be allowed to, nor is it apt to, occur. 

In the insurance business, as in others, there is no easy way to be right. Always 
we must balance opposing forces, constantly assimilating, validating, corroborating, 
and verifying our ideas, hoping that Bacon was right when he said, “If we begin with 
certainties, we shall end in doubts; but if we begin with doubts, and are patient 
in them, we shall end in certainties.” 











WHAT IS WRONG WITH TAXICAB INSURANCE 
RATES? 


Freperick U. Anpres* 
I 


The insurance buyer has long been at the mercy of the seller—the insurer. With 
the decision of United States v. South-Eastern Underwriters Association, a faint hope 
arose that at last the federal antitrust laws might be used to bring about a long 
needed reduction of insurance rates by breaking up the price-fixing combinations by 
means of which the insurers set the rates. This hope grew fainter with the passage 
of the McCarran Act? and died with the passage of the various state regulatory laws. 

It is my purpose here to show how the existing pattern of state regulation of 
insurance favors the insurer to the extreme disadvantage of the insured in but a 
small segment of the American economy—the taxicab industry. Although the sub- 
ject of my analysis is but a drop in the economic bucket, there is every reason to 
believe that the defects found here in state regulation will carry over, and perhaps 
even be accentuated, in other areas. 

The taxicab industry in the United States consists of more than 100,000 cabs, 
operated by more than 2,000 corporations, partnerships, and individuals with more 
than 250,000 employees on their payrolls. 

This industry is vitally affected by the insurance rates it must pay. During the 
present period of the ever-upward inflationary spiral, the small taxi operator, who is 
operating on an almost inflexible schedule of rates, may find himself unable to meet 
even a slight increase in insurance rates. This situation in itself does not, of course, 
give the small operator any claim, as of right, to any existing, or lower, rate. This 
situation does make it imperative that the operator be given the advantage of either 
a competitively arrived at rate or, at the least, one arrived at by means of a govern- 
ment regulated process in which the insurer is not the dominant participant. A look 
at the way in which the taxicab operator secures his insurance and the method used 
to compute the rate would seem to be in order. 


II 


Wuart Musr a TaxicaB Operator Do to Get INsuRANCE? 


The operator usually is compelled by state law or local ordinance to maintain 
liability insurance for his vehicles. He usually is unable to get any underwriter 
voluntarily to accept his risk. He must, therefore, apply to a pool of insurance 
carriers, which will assign him to one of its members. The pool ordinarily operates 


Member of the Arkansas bar. Contributor to national trade magazines. 


1 322 U. S. 533 (1944), 44 Cot. L. REv. 772. 
® 59 Srat. 33 (1945), as amended, 61 Star. 448 (1947), 15 U.S.C. §§1011-1015 (Supp. 1949). 
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under an experience rating plan which provides for increases or decreases in rates to 
the insured based upon his individual loss experience. 

Since the operator is compelled by law to purchase such insurance, it seems only 
just that he be given the lowest possible rate consistent with good business. It is 
my contention that the taxicab operator is practically at the mercy of the insurer 
with respect to terms and conditions of the policy and the premiums paid. 

It is true that most state regulatory laws passed subsequent to the McCarran Act 
provide that rates must not be excessive, inadequate, or unfairly discriminatory. 
These laws are capable of providing, and for the most part have provided, non- 
discriminatory and adequate rates, but it is submitted that they are not capable of 
protecting (or at least they have not done so) the insured from excessive rates. This 
can be made more clear by an examination of some of the most important factors 
which, of necessity, enter into the computation of the insurance rate. 

Prospective losses is one of the most important of these factors. Under the 
experience rating, or merit, plan, the prospective losses of the insured are determined 
from his past experience, including both actual and adjusted losses. If the operator 
was experience rated before he applied to the pool, all adjustments or reserves, no 
matter how foolish or excessive, set up by his former carrier will be charged to his 
experience—and this despite the fact that he had no opportunity to intervene in any 
settlement or to prove the worthlessness of any claim reported against him. 

The operator will therefore pay for reserves that may never be expended, and 
which he cannot recover, and, paradoxically, his new carrier will be collecting for 
losses that had nothing whatever to do with it or the new policy, because they were 
sustained before the new policy was written. In addition to the foregoing objections, 
it is almost a certainty that the carrier, or rating bureau, is going to allow for a 
comfortable margin of error in calculating prospective losses. 

Another factor which enters into the computation of the rate is the cost of 
acquisition of the policy. In the case of ordinary automobile insurance this cost 
includes a rather high commission paid to the agent (usually 174 per cent), a 
commission paid to the state agent (usually 7/4 per cent), and a contingency based 
upon the loss ratio. In other words, the cost of acquisition for ordinary automobile 
policies amounts to at least 25 per cent of the premium collected. 

The cost of acquisition of a compulsory taxicab policy obtained through an 
assigned risk pool should be almost negligible, but the agent receives 5 per cent of 
the premium—a rather large sum in the case of taxicab insurance. The agent’s sole 
responsibility is to submit a form to the assured for his signature; there his service 
ends. 

The Commissioners’ bills provide for the fixing of rates with reference to “a 
reasonable margin for profit and contingencies” and to “catastrophic hazards.” Most 
of the state regulatory laws enacted after the passage of the McCarran Act provide 
that consideration be given to a “reasonable margin for underwriting profit and 
contingencies” and “catastrophic hazards.” 


* Ark. Star. c. 66, tit. 419(a)1 (1947). (Italics supplied.) 
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The effect of this divergence from the Commissioners’ bills is to exclude a con- 
sideration of the carriers’ investment profit from rate making, thereby enhancing 
the profit of the carriers at the expense of the insuring public. The provisions 
directing consideration of “contingencies” and “all other relevant factors within 
and without this state’* interject elements which are incapable of accurate measure- 
ment, and allow the carriers to charge excessive rates—to err in one’s own favor is 
but human. 

The short and obvious answer to the above criticism is, of course, that the state 
insurance commissioner is empowered by the law to see to it that rates are not ex- 
cessive. The unhappy truth, however, is that usually the principal concern of the 
insurance commissioner is that the carrier maintains sufficient funds to pay its 
claims. ' 

Too often the commissioner accepts the carrier’s or rating organization’s estimate 
of prospective losses as the “gospel,” and he is very lenient with respect to such 
matters as agents’ commissions and allocations for “contingencies” and other 
“relevant factors.” The effect of state regulatory legislation has been to maintain 
the selling ¢ ‘ce of insurance. Furthermore, the assured has no day in court or 
rate hearing before any commission, such as he would have in dealing with a public 
utility, although because of its status as a member of a state “regulated” price fixing 
combination, the carrier stands in practically the role of a public utility to the taxicab 
operator who must purchase its services. 

The taxicab operator is impaled on that “proper balance . . . between regulated 
joint action and independent action,”® which the state regulatory laws patterned 
after the Commissioners’ bills were supposed to achieve. The result of that “proper 
balance” has been to eliminate competition from the sale of insurance, and to substi- 
tute state organized combinations in restraint of interstate commerce which exact 
excessive rates and as a consequence reap unreasonably high profits. 

The insurer of the taxicab operator cannot lose; the operator cannot win. The 
carrier rates the risk according to the National Bureau of Casualty Underwriters, or 
some other rating organization, on a recognized permissible loss ratio of 64 per cent. 
In other words, the expenses of the company for losses incurred or for anticipated 
losses, including adjustment expenses, may not exceed 64 cents of the premium dollar 
collected. The remaining 36 cents of the premium dollar is allowed for other 
expenses and profit. The carrier is guaranteed 36 per cent of all money above claims 
paid or of reserves set up, or he cancels the operator out. 

It is apparent by their ratings and their handling of settlements that the carriers 
are looking only to their own interests—usually at the expense of their assureds. An 
operator may wish to defend a few doubtful claims in order to discourage the 
fictitious type, but his carriers insist upon settling on a nuisance basis or better, 
because under their set-up they operate on what amounts to a cost-plus basis. They 


* Ibid. 
*Orfield, Improving State Regulation of Insurance, 32 MINN. L. Rev. 219, 232 (1948). 
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can usually make more money by paying than by defending. For each 64 cents the 
carriers pay out in losses, they receive 36 cents for themselves. All the costs of 
defense in addition to the expenses of adjustment must be paid from the 36 cents. 
If settlements are made without litigation, only the adjustment expenses are paid 
by the carrier from the 36 cents. The carriers therefore stand to increase their 
margin of profit through settlements. 


Ill 


Who Is Hurr? 


Taxicab operators fall into one of two categories: Those operating more than one 
hundred cabs are known as “large operators,” whereas those operating less than one 
hundred are known as “small operators.” The operator, large or small, who has a 
monopoly in his community is able to control every phase of his operation, including 
his insurance. His political position and influence with the governing body is such 
that he is usually able to direct the settlement policy with respect to claims made 
against him. 

The operator in a dominant position, or one who has a near monopoly, is also 
favored. This exists in cities where the number of license plates is controlled and 
limited by the city council or city manager, or by the public service or utility com- 
mission, and the operator owns a large percentage, say, above half, of the license 
plates issued. In that situation his competition is restricted from growth, and, there- 
fore, no matter what it does, his operations are not affected to any great extent. 

The majority of small operators are doing business in a highly competitive 
market. They operate in cities where there are no restrictions on the number of 
operators, and the only requirement is the ability of the licensee to comply with the 
statutory requirements. 

Nearly all large operators are self-insurers, or, if that is legally impossible in their 
community or state, they own sufficient stock in an insurance company to enable 
them to control its policy with respect to settlement of their claims. Consequently, 
the only group of taxicab operators adversely affected by the conduct of the insurance 
companies at present are the 2300 or more small operators in the United States. 
These operators, who do business on a competitive basis, operate about 65 per cent of 
the taxicab equipment in use today—approximately 105,000 cars. 


IV 


CONCLUSION 


The states have succeeded in forestalling application of the federal antitrust laws 
to the making of insurance rates. In doing so they have, it is believed, in many 
instances subordinated the best interests of the people to the selfish interests of the 
large insurance companies. This condition is apt to lead to that which has always 
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been most feared by both the insurers and the states—complete federal control and 
regulation of the business of insurance. 

As previously indicated, I have sought to present the problems of but a small 
portion of. the insuring public. Let us hope that there are not too many others in a 
similar position. If there are, it may take a long time, but their voices will finally 
be heard, and the insurers will be in a much worse position for not having cleared 
up the situation themselves. 











ACTIVITIES OF AGENTS UNDER THE 
McCARRAN ACT 


Cuar.es P. Butter* 


The impact of the decision in the case of United States v. South-Eastern Under- 
writers Association’ is now revealed indisputably as a force with continuing effects. 

The McCarran Act? alleviated the effect of such a sudden change ia the legal con- 
cept of the insurance business and, because of the cooperation between the state 
governments and the industry, state laws have been enacted for the purpose of 
obviating an assumed necessity of asserting federal regulation over the business of 
insurance. 

Some students of government and some students of insurance, with good motives, 
may be straining to find reasons that would justify the insertion of the Federal Gov- 
ernment into our present concept of supervision of insurance by the states. Reason- 
able grounds for the enlargement of our governmental concept of supervision such as 
to provide an area therein for the Federal Government are not readily discernible, un- 
less one indulges in a conviction that federal regulation added to state regulation or 
any substitution therefor would be a desired panacea. 

There is absolutely no problem confronting the insurance business and no problem 
confronting the states in their supervision of that business which cannot be better 
solved under the present concept of governmental supervision by the states. The 
fact that the character of supervision by the states and interstate cooperation both 
can be improved, in no way denies the soundness of the concept of supervision of 
the insurance business by the states. Likewise, inter-cooperation in the industry and 
on behalf of state supervision can be improved. Again this is no denial of the 
soundness of the concept of supervision by the states. 

If ever the Federal Government takes a much more active part in governmental 
supervision of the insurance business, the influence that will measure the degree of 
the Federal Government’s part in supervision will be the so-called rugged individual- 
ism by state supervisory authorities, an individualism that defeats necessary inter- 
state cooperation on national problems that confront a national business. ‘lhe 
industry itself cannot escape blame for materially aiding this influence, because the 
primary responsibility for making state supervision of the insurance business a work- 
able governmental concept rests squarely on the industry. 

The state concept of supervision to the exclusion of the Federal Government also 
must command a much greater interest and appreciation by the people. After all, 


* B.S. 1917, University of Vermont; LL.B. 1922, Cornell University. Formerly Counsel and Deputy 
Superintendent of New York Insurance Department, New York Counsel for North America companies. 
Executive Vice President of National Association of Insurance Agents. Member of the New York bar. 


* 322 U. S. 533 (1944). 
*59 Stat. 33 (1945), as amended, 61 Stat. 448 (1947), 15 U.S.C. §§1011-1015 (Supp. 1949). 
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everyone concedes how intimately the insurance business is interwoven with the 
economic and social welfare of the people. Yet these same people, spending great 
sums of money in many other governmental activities, are most niggardly in many 
states in furnishing the necessary economic support to sustain an adequate insurance 
department as part of their state government. It is just as fundamental in the insur- 
ance departments of our states as it is in every department of government, namely, if 
you want to have good government, you, the people, must furnish the funds whereby 
men and women can reasonably be expected to accept and stay in the positions of 
government. 

It must be assumed that the insurance agents feel and have felt the effects of 
our changing legal concepts toward the insurance business. The tremendous sales 
and services annually made to the people of this country is the work of the salesmen 
of the business, the insurance agents. These men and women bring this service 
into the homes of the people and the homes of our industry in every section of the 
whole country, and as salesmen of the service of insurance, just like salesmen of any 
other service or product, they must be permitted to have an abiding confidence in the 
service or product and everything relating to it. 

So the insurance agents of the United States felt a deep concern over the effects 
upon insurance that would be the consequence of the decision in United States v. 
South-Eastern Underwriters Association? 

The thousands of agents of the United States are organized at the local, state, 
and national level. There are approximately 800 local agents’ associations and 48 state 
associations, all affiliated and part of the National Association of Insurance Agents. 
Following the enactment of the McCarran Act, all segments of insurance company 
management, together with all state supervising authorities, met many times and 
duly considered what must be done reasonably to meet and keep faith with the 
provisions of the McCarran Act. In these necessary consultations the organized 
insurance agents of the United States contributed and participated. The agents 
were represented on the All-Industry Committee that undertook and successfully 
completed the arduous task of enacting in the several states the uniform pattern of 
rate regulation for the insurance business. 

It is a tremendous task to bring all segments from all sections of the country 
together and agree upon a pattern of law. However, the pattern of law having 
been agreed upon, it is equally a gigantic task to accomplish the enactment of this 
proposed law into the various statutes of the states. The many lawyers belonging 
to the American Bar Association and their local bar associations which have con- 
tributed so much to the accomplishment of uniform laws, such as the Negotiable 
Instruments Law and Uniform Sales Law, will readily appreciate and testify to 
the size of the task of accomplishing uniform legislation across this country. Without 
the support of the organized insurance agents of this country, it is doubtful if the 
splendid results that the industry and supervising authorities demonstrated in ac- 


* 322 U. S. 533 (1944). 











570 Law anp ConTEMPorARY PRoBLeMs 


complishing rate regulation of insurance throughout the United States could have 
been brought to a successful conclusion. 

Before leaving this phase of agents’ activities since the enactment of the McCarran 
Act, one should realize that relatively few states had statutory rate regulation of in- 
surance. At the same time it was common knowledge in the insurance business 
that concert of action in arriving at rates in the insurance business is an economic 
vital necessity. Yet federal law (Sherman Antitrust Law) prohibits concert of 
action in price fixing—price fixing in the insurance business, of course, is the making 
of rates, 

The necessity of accomplishing rate regulation pursuant to concert of action and 
under state supervision in all the states within the McCarran Act moratorium to 
avoid federal antitrust law entanglements, at once becomes apparent. That this was 
done, and within a reasonable length of time, is to the eternal credit of the insurance 
industry and state supervisory officials. And to this cooperative effort the insurance 
agents of the United States made a great contribution. This is another example of 
what can be done in America when business and government cooperate. 

The many local organizations of insurance agents throughout the United States 
are organized just as any other trade or professional organization for the primary 
purpose of maintaining sound practices, ethics, and good public relations in their 
businesses or professions. As a means to this end, these local associations of agents, 
following the pattern of company trade associations, prescribed in their constitutions 
and by-laws prerequisites for membership. The legality of these rules of such local 
board associations became the concern of agents. 

Mr. Justice Black criticized such company rules in the case of United States v. 
South-Eastern Underwriters Association :* 


The indictment makes the following charges: The member companies of S.E.U.A. 
controlled go per cent of the fire insurance and “allied lines” sold by stock fire insurance 
companies in the six states where the conspiracies were consummated. Both conspiracies 
consisted of a continuing agreement and concert of action effectuated through S.E.U.A. 
The conspirators not only fixed premium rates and agents’ commissions, but employed 
boycotts together with other types of coercion and intimidation to force non-member. in- 
surance companies into the conspiracies, and to compel persons who needed insurance 
to buy only from S.E.U.A. members on S.E.U.A. terms. Companies not members of 
S.E.U.A. were cut off from the opportunity to reinsure their risks, and their services 
and facilities were disparaged; independent sales agencies who defiantly represented non- 
S.E.U.A. companies were punished by a withdrawal of the right to represent the members 
of S.E.U.A.; and persons needing insurance who purchased from non-S.E.U.A. companies 
were threatened with boycotts and withdrawal of all patronage. The two conspiracies 
were effectively policed by inspection and rating bureaus in five of the six states, together 
with local boards of insurance agents in certain cities of all six states. 

The kind of interference with the free play of competitive forces with which the 
appellees [the fire insurance companies] are charged is exactly the type of conduct which 
the Sherman Act has outlawed for American “trade or commerce” among the states. 
Appellees have not argued otherwise. 


* Id. at 535-536. 
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It was with a great deal of wisdom that the fire insurance companies removed 
these offensive rules from their organizations. 

It was well known that local board organizations of agents sho had rules calcu- 
lated to parallel these now extinct rules of the company organizations. The fate 
of such rules in the agency organizations was a little different, and probably so be- 
cause different legal advices were put forth. 

In some places, these criticized rules, exemplified best by the so-called “in and out 
rule,” were eliminated entirely. In others, these rules were suspended; in still others, 
they were allowed to remain, but in an unenforced status. In at least one instance, 
such rules were retained in their status quo ante the S.E.U.A. decision and enforce- 
ment thereof was attempted. 

One should remember, in considering these criticized rules, that they were 
much more effective as a competitive force among the salesmen of the insurance 
business than they were effective as a competitive force among the companies. Of 
course, the salesmen of stock insurance would feel first the competition from mutual, 
independent, reciprocal, or direct writing companies. ‘Thus one may further explain 
some of the reluctance to give up rules that were protective in competition with non- 
members. 

Undoubtedly, the opinion of counsel for the National Association of Insurance 
Agents had its deterrent effect by at least slowing up in some places the relinquish- 
ment of these rules by agents’ associations. 

It would appear that some have unreasonably relied upon the decision in the 
Minneapolis Underwriters case. 

It may be well herein to indicate substantially what is meant by the so-called “in 
and out” rule. Such rule provides that members are prohibited from representing 
any company whose agents are not all members of the association. 

In considering the legality of this rule and other criticized rules, my own concern 
has not been with the legality of the rules per se, though I must confess were I sitting 
in judgment I would not be troubled for long with such a question. Rather I have 
considered by what processes such rules can be effectively enforced without com- 
mitting acts of boycott, coercion, unreasonable restraint, or intimidation. 

It has always appeared to me that whenever and wherever such rules may exist 
there will always be the tendency to commit acts pursuant to such rules that may be 
construed as illegal under applicable Federal laws, and therefore it is my opinion that 
such rules should be eliminated everywhere throughout insurance organizations. 

Under date of March 5, 1950, the National Association of Insurance Agents, by its 
Executive Committee, reached a decision which was bulletined to each of the local 
State Associations of Insurance Agents, informing them that the National Association 
of Insurance Agents would no longer aid in the continuance of the rules. This 
decision was reached wisely, I think, and pursuant to my own opinion given to them 
in the matter. 


® Miller v. Minneapolis Underwriters Association, 226 Minn. 367, 33 N.W. 2d 48 (1948). 
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In Miller v. Minneapolis Underwriters Association,’ decided in the Supreme 
Court of Minnesota June 11, 1948, the plaintiff sought injunctive relief against the 
Minneapolis Board, alleging violation of criminal antitrust statutes. 

In denying the relief to the plaintiff, the court found that the plaintiff had not 
shown that his property or rights of a pecuniary nature had been actually injured or 
forfeited. The court in commenting upon the remedy of quo warranto pointed out 
that the Attorney General might proceed by civil action or by quo warranto. In any 
event a proceeding under statute to forfeit the franchises of a corporation for viola- 
tion of a criminal statute prohibiting combinations in restraint of trade is a civil 
action and not a criminal proceeding. 

In all fairness to a reasonable interpretation of the effects of this court’s decision, 
it must be concluded that this case is small comfort to one relying on it for authority 
to support rules that have been so completely dealt with in the decision of the United 
States Supreme Court in the South-Eastern Underwriters case. 

Another concern in the activities of the agents since the enactment of the McCar- 
ran Act has been the matter of commissions. The common method of remunerating 
agents for their efforts in selling and servicing insurance is by the medium of the 
companies’ permitting the agents to retain a percentage of the premium as a com- 
mission. An analysis of this subject of commissions was made by me in a paper I 
presented to the National Association of Insurance Agents in convention assembled 
at Chicago, Illinois, on September 15, 1949. In that paper,. entitled “The Oldest 
Problem in the Insurance Business,” I attempted to set forth the basic issues and 
principles underlying the commission problem. 

It was apparent then, as it is apparent to me now, that commissions form the 
largest single expense item in the make-up of rate upon which the cost of insurance 
to the public is determined. 

The statutory regulation of this item of expense—commissions—is practically’ nil 
throughout the United States. Before the decision in the S.E.U.A. case and the 
subsequent impact of the antitrust laws upon the insurance business, the accepted 
method of regulating commissions was through the medium of so-called acquisition 
cost conferences, which were examples of self-regulation by the insurance industry 
itself over this subject of commissions. 

Since commissions form an integral part of the price structure of insurance, and 
because of the absence of state regulation over the same, these acquisition cost confer- 
ences were dissolved, obviously because the company members thereof felt themselves 
exposed under both state and federal antitrust laws. 

It cannot be inferred that these conferences did not exercise a stabilizing in- 
fluence in the business of insurance. They did, and the best example of self-regulation 
over this problem of commissions was illustrated by the country-wide effectiveness 
of the Casualty acquisition cost conference, now like all the others demised. 

The National Association of Insurance Agents has a permanent committee 


* Ibid. 
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studying the problem of commissions, and already has completed a country-wide 
survey of the level of commissions paid on the various classes and kinds of insurance 
in the various states. The work of this committee can be integrated, and any of its 
findings tempered by the results of a cost survey that has also been undertaken by 
the National Association of Insurance Agents. 

It becomes very important to any kind of salesman to know what the costs 
attendant upon his services are, in order to make any claim with respect to the 
reasonable commission or allowance for his services. The cost analysis survey under- 
taken by the National Association of Insurance Agents is under the guidance and 
assistance of a capable and competent accounting firm, and will furnish valuable 
and interesting cost statistics not only to agents and companies, but to supervising 
officials when this problem of the adequacy and reasonableness of commissions con- 
fronts them, as it inevitably will. 

Just so long as commissions remain as an area within which companies may 
compete for business, the problem of commissions will endure. 

The problem becomes acute only when in their zeal to compete for business 
companies offer, and agents accept, commissions higher than those heretofore paid, 
or higher than the prevailing level. Such a practice starts a chain of circumstances 
usually developing into what is commonly known as a “commission war.” “Com- 
mission wars” have occurred in the insurance business, and it is unreasonable to 
expect they will not occur again. 

Beyond the concern of maintaining commissions at a reasonable level, whereby 
included therein is a profit factor to the agent over and above his out-of-pocket 
expenses, there is concerned in the commission problem the matter of how to com- 
pensate fairly the insurance producer or agent for his work and services in connection 
with policies where the premium is small. 

It becomes necessary to recognize that there are thousands of policyholders in this 
country whose premium per policy for vitally necessary insurance coverage is never- 
theless very small. Indeed it is so small that measuring the compensation to an 
agent by a percentage of that premium is an unworkable method of paying the 
agent for his services. 

One must not get the idea that these small policies, small because the premium 
is small, are not of vital importance to the people of this country. There are literally 
millions of small policyholders, and if you will but consider the small premium 
on thousands of household furniture lines and thousands of small dwelling lines, 
you will recognize at once the economic problem confronting both companies and 
agents to devise a method of fairly compensating the agent for his service in selling 
and servicing these small premiums per policy insurance contracts. 

Another concern of agents in connection with the subject of compensating them 
fairly for their services is the fact that they, the agents, along with their companies, 
are continually at work attempting to reduce the cost of insurance to the public. The 
safety and protection work already manifest practically throughout this country stems 
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from the insistence of the insurance industry to improve safety and protection, and 
accomplishes a result.that is continuously reflected in the lowering of insurance rates. 
Now the agent frequently finds himself in a vicious circle because the more efficiently 
he works in behalf of his assured in pointing out improvements in construction, in 
safety, and in protection, accomplishing thereby rate reductions and thus lowering 
the cost of insurance to the insuring public, the less compensation he receives, be- 
cause commission is based on premium, and premium in turn is based on rate, and 
if you lower the rates you lower the premium, and you lower the commission, in 
dollar income, to the agents. 

Nevertheless, the agents and the insurance companies of this country have stead- 
fastly attempted to improve and advise the public to improve in matters of safety 
and protection, in order that rates could be reduced. The insurance business is 
entitled to the continuing praise of the public for this work. 

However, it can be expected that over the years as we improve in the character 
of our construction and in safety work, a lowering of the levels of the cost of in- 
surance will ultimately come, and it may come in many respects to an irreducible 
minimum, below which it is not economic for either insurance companies or agents 
to write insurance and to be compensated therefor so unreasonably. 

At this juncture it must be repeated, because it is not said frequently enough, 
that the business of insurance is a business; it is not a science and has no rules that 
even border upon the exactness of science. At the same time there are very definite 
rules of economics and rules of insurance that apply to the business of insurance. 
Sound insurance practice commands their observance. We depart from them, and 
especially from the all important factor of judgment, when we attempt to become too 
scientific in the insurance business. 

It must be admitted that the insurance agents of the United States have made a 
great contribution to the business of insurance since the S.E.U.A. decision and under 
the McCarran Act. The agents’ activities in behalf of rate regulatory laws through- 
out the country; their activity in studying the problem of the cost to agents of trans- 
acting the insurance business; their activity in studying the very old problem of 
commissions; and their activity in reforming the rules that were criticized in the 
decision in the South-Eastern Underwriters Association case constitute their major 
and abundant contribution to the insurance business under the McCarran Act. 

Concurrently with the efforts that the agents have made and are making in 
dealing with problems that have confronted and are confronting the insurance 
business, the agents have found time to sponsor and conduct an organized educa- 
tional program in cooperation with many schools and universities, the essential effects 
of which will be felt in future years. Moreover, the organized insurance agents of 
the United States stand for, and have repeatedly demonstrated strength in the pro- 
tection of, the best insurance system in the world pursuant to a free and private enter- 
prise system. 


























FEDERAL VERSUS STATE SUPERVISION OF 
INSURANCE—A CANADIAN VIEW 


Arrtuur PEepor* 


The entry of the Federal Government in the United States of America into the 
insurance regulatory field has created quite a turmoil in insurance circles on this 
continent. Canada has had both federal and state supervision of insurance almost 
since the confederation of the provinces which took place in 1867. The struggle of 
federal versus state rights is even now being fought out in Canada. What goes on 
in the United Sates of America in insurance matters is of major interest to us in 
Canada, for we are very susceptible to American influences. There is a curious 
similarity between insurance developments in the United States and Canada, yet 
remarkable diversities exist between the two countries in this insurance problem. 

There are ten provinces in Canada bound by the British North America Act of 
1867.1. There will be no confusion if I use “state” for “province” in dealing with 
Canada and refer to the “Federal” Government rather than the “Dominion” Govern- 
ment at Ottawa. The Supreme Court of the United States at Washington is the 
final arbiter on law and the Constitution. In Canada, until very recently, the Judicial 
Committee of the Privy Council (a committee of the House of Lords) in London, 
England, exercised this right. In the future this right will be exercised by the 
Supreme Court of Canada at Ottawa. 

To those who would say that on this account Canada is just at the threshold 
of nationhood, it must be pointed out that the existence of a dual nationality and 
dual language in Canada gives this problem of “state” rights such importance as to 
be the dominating factor in constitutional changes. 

In Canada 30 per cent of the population of 13'4 millions are of French Canadian 
origin. They are mainly concentrated in the province of Quebec, with an overflow 
into the adjoining provinces. In the cities the businessmen, shop assistants, and 
taxi drivers will speak English with varying degrees of proficiency, and an out- 
standing lawyer as the Prime Minister of Canada, Mr. St. Laurent, and others known 
to me, are masters of the English language. The rest of the population is pre- 
dominantly British in origin and sentiment. His language, religion, law, and 

* B.Sc., University of London. Fellow of the British Institute of Actuaries. Fellow of the American 
Society of Actuaries. After qualifying as an actuary in London and a short time spent in New York 
and some years as actuary to a Canadian life insurance company, Mr. Pedoe in 1931 was appointed 
Actuary for Canada to the Prudential Assurance Company Limited, which is the largest British insurance 
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International Congress of Actuaries; Fire Insurance Rates in Canada to the Eleventh International Con- 
gress of Actuaries, and recently, The Survival of the Unfit and Its Influence on Mortality to the Cen- 
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education mean everything to the French Canadian, and any suggestion of concen- 
tration of power in Ottawa raises his fears, natural in a minority, that this power 
might be used some day to interfere with his enjoyment of the privileges he so 
cherishes. The common law of Canada, as in the United States, stems from the 
British common law with the exception of the province of Quebec where the 
Civil Code, based on the Code Napoléon, is used. In insurance legislation in Can- 
ada as with many other matters, it often is a matter of Quebec and the rest of the 
provincial governments on one side, and the Federal Government on the other in the 
matter of “state” rights. 

A feature of insurance in Canada is that in fire and casualty business the 
greater part is written by companies where the chief control is outside Canada, 
mainly British and United States companies. Taking the fire insurance business 
in Canada for 1948, the total premium income of just over 100 million dollars was 
written by: 


Canadian companies 18% 
British companies (including British controlled) 42% 
Foreign companies (mainly U. S. A.) 40% 


About 65 per cent of the business originated in the provinces of Ontario and Quebec. 

For casualty business, the premium income of which in 1948 amounted to 134 
million dollars, a similar division and concentration applies. However, for life 
business the British companies play a very small part, the Canadian companies re- 
ceiving about 67 per cent of the premium income and the United States companies 
about 29 per cent. Further, from the latest figures (1949), about one-third of the 
life insurance premium income and one-half of the annuity premium income of the 
Canadian life companies come from outside the borders of Canada. 

The above insurance picture indicates the complexity of insurance interests in 
Canada. The country-wide and international basis of fire and casualty insurance is 
generally acknowledged, but in Canada even life insurance takes on an international 
character. Canada is now a great world power, but it was not so many years ago 
that Canada was best known outside her borders by the names of some of her life 
insurance companies. 

The per capita fire loss in Canada is the highest in the world—similarly fire rates 
are the highest in the world. This is due to the extremes of climate—heat and cold 
—and the widespread existence of wooden construction. 


I 


Tue British NortH America Act oF 1867 


It has been said, “Federations are by their very nature difficult to govern.” This 
statement applies to Canada particularly. As in the United States, any conflict of 
jurisdiction means a re-examination of the Constitution, and this is the British North 
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America Act which is the basis of confederation of the provinces in Canada. The 
relevant provisions of this Act so far as insurance is concerned are: 


Powers of the Parliament 
§91. ... it is hereby declared that (notwithstanding anything in this Act) the exclusive 
Legislative Authority of the Parliament of Canada extends to all Matters comirg within 
the Classes of Subjects next herein-after enumerated; that is to say, 


( 2) The Regulation of Trade and Commerce. 
( 3) The Raising of Money by any Mode or System of Taxation. 


(21) Bankruptcy and Insolvency. 


(25) Naturalization and Aliens. 


(27) The Criminal Law, except the Constitution of Courts of Criminal Jurisdiction, 
but including the Procedure in Criminal Matters. 


. @ . . 7 


Exclusive Powers of Provincial Legislatures 


§92. In each Province the Legislature may exclusively make Laws in relation to Matters 
coming within the Classes of Subjects next herein-after enumerated; that is to say, 


(11) The Incorporation of Companies with Provincial Objects. 


(13) Property and Civil Rights in the Province. 
Agriculture and Immigration 


§95. In each Province the Legislature may make Laws in relation to . . . Immigration 
into the Province; and it is hereby declared that the Parliament of Canada may from Time 
to Time make Laws in relation to . . . Immigration into all or any of the Provinces; and 
any Law of the Legislature of a Province relative to . . . Immigration shall have effect in 
and for the Province as long as and as far only as it is not repugnant to any Act of the 
Parliament of Canada. 


Further, Section 91 of the Act gives authority to the Dominion Parliament to make 
laws for the “Peace, Order and good Government of Canada” in relation to matters 
not assigned to the Provinces. 

One important difference between the Canadian and United States constitutions 
is that in Canada the residuary power was left with the “Federal” Government 
whereas in the United States it was left with the States. To quote Dr. Sidney 
Smith, President of the University of Toronto:? 


Canadian statesmen of 1867 were resolved not to make what they considered was the 
mistake of the framers of the constitution of the United States of America under which 
the residuary power of legislating is vested in the states. It was thought in Canada that 
such a provision in the constitution of the United States of America was responsible, in 


? PROCEEDINGS OF THE Lire INsURANCE INsTITUTE OF CANADA, THE BritisH NorTH AMERICA ACT AND 
Post-War PRoBLEMS (1944-1945). 
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considerable measure, for the Civil War in that country. Undoubtedly, the Fathers of 
Confederation desired that there should be a strong central government that could not 
be weakened by attacks from provinces jealous of sovereign rights. 


Insurance is not mentioned in the British North America Act, although it is 
stated that in an early draft of the Act the right to control insurance was given to 
the Dominion.* However, at the time of confederation there was a large number 
of purely parish or county mutual fire insurance companies formed under the legis- 
lation of lower Canada in 1834 and of upper Canada in 1836.4 It would seem 
reasonable to leave incorporation and operation of these companies with the provinces. 
Under the British North America Act the provinces are given the right to in- 
corporate companies with provincial objects, which is again only logical. 

However clear were the intentions of the “Fathers of Confederation,” from the 
very early days of confederation there has been a conflict between the provinces 
and the Federal Government at Ottawa as to their respective fields of government. 
On over one hundred occasions since 1867 the matter of interpreting Canada’s 
constitution has been brought before the Judicial Committee of the Privy Council. 
It is not insurance regulation alone which is the bone of contention. The provinces 
and Federal Government have met in conference on many occasions (another con- 
ference is scheduled for the latter part of 1950) to settle some aspects of this division 
of authority. The Report of the Royal Commission on Dominion-Provincial Rela- 
tions is one of the landmarks of this struggle, and the following quotations com- 
menting on the interpretation of Canada’s Constitution by the Privy Council will 
indicate the fundamental issues at stake:° 


Accordingly, with rare exceptions, if a proposed piece of Dominion legislation does not 
fall within the specific enumerations of Section 1, it is beyond the enacting power of the 
Dominion and within the powers of the separate provinces. That is to say, most of the 
novel legislation of our day, which is not of a type actually contemplated and expressly 
provided for by the framers of the British North America Act, must be enacted, if at all, 
by the provinces. There is much truth, as well as some exaggeration, in the contention 
that the “property and civil rights” clause has become the real residuary clause of 
the constitution. 

The Dominion power under Section 91(2) “Regulation of Trade and Commerce” 
has received a restricted interpretation, improving on the limitations suggested in Citizens’ 
Insurance Company v. Parsons in 1882 until, in 1925, the Privy Council questioned 
whether it was operative at all as an independent source of legislative power. More 
recent decisions show that it has some scope but the narrow meaning given to it limits 
severely the power which it confers on the Dominion to regulate economic life. 


Temporary evils of great magnitude may be grappled with by Dominion legislation under 
the general clause of Section 91 but an enduring and deep-rooted social malaise, which 


* AMERICAN Lire ConvENTION, J. A. Tuck, GovERNMENT REGULATION oF INSURANCE IN CANADA 
(1946). 

“PROCEEDINGS OF THE INSURANCE INsTITUTE OF ToroNTo, G. D. FINLAYson, INSURANCE SUPERVISION 
tn Canada (1926-1927). 

® RowELL-Strois CoMMISsION (1940). 




















Feperat Versus State SuPERVISION OF .INSURANCE 579 


requires the mobilizing of efforts on a nation-wide scale to deal with it, is beyond the 
power of the Dominion unless it is comprised in the enumerated heads of Section gt. 
Generally, therefore, the power to deal with these pressing social questions rests with the 
provinces. But this makes it very difficult to secure the uniformity of standards which are 
desirable in many kinds of social legislation. Moreover, the provinces are limited in their 
access to revenues by the financial settlement of 1867 (and in practice by Dominion taxa- 
tion in the same fields) and many of them are unable to carry the financial burden in- 
volved. 

In 1936 and 1937 several pieces of “New Deal” legislation passed by the Canadian 
Federal Parliament were declared beyond the powers of the Canadian Federal 
Parliament to enact as affecting “Property and Civil Rights in the Provinces.” Three 
of them, the Weekly Day of Rest in Industrial Undertakings Act, the Minimum 
Wages Act, and the Limitation of Hours of Work Act, established, as their titles 
indicate, nation-wide standards for minimum wages and maximum hours of work. 
They were enacted pursuant to obligations assumed by the Canadian Federal Gov- 
ernment under conventions of the International Labour Organization and were thus, 
in substance, treaty obligations. Another disallowed for the same reason was the 
Employment and Social Insurance Act which provided for a nation-wide system of 
unemployment insurance in specified industries to be supported by compulsory con- 
tributions of employers and employees, and in part by contributions of the Federal 
Government. : 

The relation of the insurance dispute to the much larger question of “state” 
sovereign rights and the development of social welfare schemes will now be ap- 
parent, and the entirely different trend of events in Canada from that in the United 
States is remarkable in view of the stated intentions of those who laid the founda- 
tions of Canadian nationhood in 1867 to give the Federal Government power to 
legislate on all matters not specifically assigned to the provinces. It is so different 
from the situation in the United States where the Supreme Court over the years 
found more and more matters to be interstate commerce and thus under the juris- 
diction of the Federal Government, culminating in the South-Eastern Underwriters 
Association case of June 1944™ which reversed the classic Paul v. Virginia® decision 
of 1868 and is the reason for the present symposium. 

The following is a brief résumé-of the important decisions of the Privy Council 
in insurance cases relative to the validity of various provincial and Dominion enact- 
ments taken from a summary by J. A. Tuck, Associate General Counsel of the 
Canadian Life Insurance Officers Association.’ 

In 1881 the validity of an Ontario Insurance Act prescribing statutory conditions 
for fire insurance policies covering property in the province was contested in pri- 
vate litigation. The Privy Council rejected the argument that insurance regulation 
was within the exclusive competence of the Dominion under the trade and com- 


®® United States v. South-Eastern Underwriters Ass’n, 322 U. S. 533 (1944). 
°8 Wall. 168 (U. S. 1869). 7 See note 3 supra. 
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merce power, and held that the Ontario Act was a valid exercise of the province’s 
power to legislate respecting property and civil rights.® 

In 1916 a Dominion Act providing that no company could do insurance business 
in Canada unless it received a Dominion license was declared invalid. The Privy 
Council stated that “the authority to legislate for the regulation of trade and com- 
merce does not extend to the regulation by a licensing system of a particular trade 
in which Canadians would otherwise be free to engage in the provinces”;° it was 
perfectly within the power of one province, the Privy Council decided, to license a 
provincial company incorporated by another province even though such company 
was not licensed by the Dominion. 

In 1924 the Privy Council held that certain amendments to the criminal law 
enacted in 1917 and designed to give teeth to the provisions of the Dominion In- 
surance Acts respecting the licensing of insurers were ultra vires.’° 

In 1932 the Privy Council had before it Dominion enactments invoking the 
power of the Dominion over aliens, immigration (Section 95 of the B.N.A. Act), and 
taxation to support an absolute insurance licensing requirement. The court said 
that the legislation did not “deal with the position of an alien as such; but under 
the guise of legislation as to aliens, they [#.e., the Dominion] seek to intermeddle 
with the conduct of insurance business, a business which . . . has been declared to be 
exclusively subject to Provincial law.”1’ As to immigration, the Court said the legis- 
lation was not “properly framed law as to immigration, but an attempt to saddle 
British immigrants [2.e., British insurers] with a different code as to the conduct of 
insurance business from the code which has been settled to be the only valid code, i.c., 
the Provincial Code.”!* Similarly it was said in regard to the taxing provision that 
the Act was ultra vires because it was “linked up with an object which is illegal. .. ,”"* 
ie., the regulation of insurance business. 

In 1942 the Supreme Court of Canada was called upon to consider an exercise 
of the Dominion’s taxing powers linked up with the licensing of insurers in the 
same manner as the taxation provision before the Privy Council in the 1932 case. 
The Court held that the taxing provision before it could not be considered alone 
but must be read in conjunction with the provisions of the Dominion Insurance 
Acts with which it was linked. The Court followed the 1932 case and ruled that 
the provisions of the Act prescribing absolute licensing requirements are ultra vires."* 
Leave to appeal to the Privy Council was refused, apparently on the ground that no 
new point was involved,’® 

Mr. Tuck added that it was noteworthy that four out of five insurance consti- 


® Citizens Insurance Co. v. Parsons, 7 App. Cas. 96 (1881). 

® Attorney General for Canada v. Attorney General for Alberta, [1916] 1 A. C. 588, 596. 
*° Attorney General for Ontario v. Reciprocal Insurers, [1924] A. C. 328. 

1 In re The Insurance Act of Canada, [1932] A. C. 41, 51. 

1372, at 52. 18 Ibid. 

** The Reference re Section 16 of the Special War Revenue Act, [1942] S.C.R. 429. 

*© [1943] 4 D. L. R. 657. 
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tutional cases arose from the refusal of the Dominion to grant licenses to British or 
foreign insurers unless they maintained deposits with the Dominion Government 
or with trustrees approved by it, for the sole security of Canadian policyholders, at 
least equal to their liabilities to such policyholders. .The Dominion has always held 
the view that such deposits are indispensable if Canadian policyholders are to be 
adequately protected. 

It would be expected from the above that an official of a provincial government 
would assume that insurance regulation is vested in the provinces. The following 
statement is by E. B. MacLatchy, K. C., Deputy Attorney General and Superin- 
tendent of Insurance for the province of New Brunswick :1° 


The principle is now established, beyond hope of successful contradiction, that the 
business of insurance in Canada consists of entering into contracts within a province and, 
as such, comes exclusively under the jurisdiction of the Provinces under the heading of 
property and civil rights; that the Dominion cannot, directly or indirectly, trespass on 
their jurisdiction by- legislation calculated to interfere with such business. 


However, in his 1944 report, G. D. Finlayson, then Superintendent of Insurance 
for the Dominion Government: at Ottawa, states: 


The 1931 decision of the Privy Council on the Insurance Reference is hard to understand. 
Near the bottom of page 21 of Appendix 7, there is a reference to this decision as denying 
the Dominion’s claim to regulate British and foreign companies under the heading “Regu- 
lation of ‘Trade and Commerce.” ‘This is not correct. The 1931 decision affirms the 
decision of 1916 recognizing the jurisdiction of the Dominion under that head and does 
not deny that jurisdiction. The result is that the regulation of the business of British 
and foreign companies rests unmistakably in the Dominion under the head of the regu- 
lation of external trade as is indicated in the preambles to The Canadian and British 
Insurance Companies Act, 1932, and The Foreign Insurance Companies Act, 1932. 

The decision clearly indicates a lack of familiarity with the earlier insurance legislation 
of the Dominion. This is indicated in the comment appearing on page xliv of Volume 
II of the Department’s report for the business of the year 1931 summarizing one feature 
of the decision illustrative of this characteristic. 


II 
INSURANCE SUPERVISION IN CANADA 


From the above, the state of insurance regulation in Canada might be thought 
to be “confusion worse confounded,” but Canada is a land of contradictions. These 
legal contests have up to the present not affected the growth or practical opera- 
tions of Canadian insurance companies. As the following figures indicate, in spite of 
the diminution of power of the Federal Government in insurance matters, life, fire, 
and casualty insurers, with few exceptions, hold Dominion licenses and are subject 
to Dominion supervision. The figures given are the latest available at the time of 
writing. 

16 56 Can. B. REV. 202, 225 (1948). 
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Lire INsurRANCE IN CANADA—1947 ° 
(annuity and sinking fund business excluded) 














New Policies Effected Net Insurance in Force 
Dominion Registered $1,492 millions (93%) $12,187 millions (96%) 
Provincial Licensed 
Within Provinces in 
which incorporated $ 91 millions ( 6%) $ 396 millions ( 3%) 
In Provinces other than 
in which incorporated $ 13 millions ( 1%) $ 93 millions ( 1%) 
Total $1,596 millions $12,676 millions 
InsuRANCE IN Canapa—1948 
(Net Premiums Written) 
Fire Casualty 
Dominion Licensed $98 millions (88%) $133 millions (91%) 
Provincial Licensed $ 9 millions ( 8%) $ 6 millions ( 4%) 
Lloyds $ 4 millions ( 4%) $ 8 millions ( 5%) 
Total $111 millions $147 millions 


The percentages (taken to the nearest integer) show that.over go per cent of the 
life and casualty business and 88 per cent of the fire business is under the regulation 
of the Dominion Superintendent of Insurance. In life insurance the proportion of 
business subject to the valuation regulations and standards of the Dominion De- 
partment of Insurance would be even greater than the 96 per cent shown if annuity 
and sinking fund business were included. 

Another aspect of the Dominion versus Provincial regulation of insurance is 
the large amount of deposits held by the Minister of Finance (the Minister of the 
Dominion Government to whom the Dominion Superintendent of Insurance re- 
ports) and Canadian trustees for the protection of Dominion registered insurance 
companies. It-exceeded on June 30, 1949, the sum of one billion dollars ($1,108,950,- 
037). 

The two aspects of regulation of insurance in Canada were dealt with by two 
outstanding lawyers. The first paper takes the attitude that Federal supervision 
of insurance is necessary and desirable for effective government, and suggests that 
Section 91 of the British North America Act be amended by adding the following 
clause :*7 
2B. The conditions under which insurance companies shall be entitled to carry on the 
business of insurance in any Province in Canada (except as to insurance companies in- 
corporated in any Province and carrying on business solely in that Province); but in no 
case shall such conditions relate to the form, content or validity of contracts of insurance 
made in a Province. 

7 MacDonald, The Regulation of Insurance in Canada, 24 Can. B. REV. 257, 275 (1946). 
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The second paper’® takes the attitude that provincial jurisdiction of insurance is 
the only sure way of ending the sixty-year dispute as to provincial versus federal 
regulation of insurance in Canada. From the figures given above it is obvious that 
this would mean a major upheaval of the insurance business in Canada. It might 
be questioned whether the provinces are in a position to take over the onerous 
work of inspecting and valuing for solvency which the Dominion Department of 
Insurance now undertakes. Mr. Gray suggests that a central bureau of inspectors 
acting presumably for the provinces in concert could do this. 


Ill 


Tue Dominion DEPARTMENT OF INSURANCE 


The history of the Dominion Department of Insurance goes back to 1875 or just 
seven years after confederation, when it was created as a branch of the Finance De- 
partment at Ottawa under the supervision of an officer known as the “Superintendent 
of Insurance” whose duties were to see that the laws enacted by the Canadian 
Parliament were duly observed by the companies. In those days actuaries were very 
rare creatures on this continent, yet the government had the foresight to appoint 
as first Superintendent of Insurance a fully qualified actuary who was professor 
of mathematics in Toronto University—Professor J. B. Cherriman, M.A., F.1.A. 
In January 1948, G. D. Finlayson, A.I.A. retired as Dominion Superintendent of 
Insurance after 40 years with the Department and 33 years as Superintendent. About 
the same time A. D. Watson, F.I.A., one who would rank with the first half dozen 
actuaries on this Continent, retired as Chief Actuary of the Department after a life- 
time in its service. 

The record of the Dominion Department of Insurance in insurance supervision 
can challenge that of any state or country in the world; in fact I very much doubt 
if it is equaled anywhere. 

In insurance, companies have come and companies have gone in Canada, but so 
far as level premium life insurance is concerned, in no single case has the insuring 
public failed to receive 100 per cent protection. The qualification about “level premi- 
um life insurance” is to cover the early days of the Department when there was 
trouble with so-called “assessment” companies, since outlawed by the Department. 
In fire and casualty business, considering the hazard of catastrophes which we 
have had brought to our notice, both in the United States and Canada, by bitter 
experience in the last few months, the record is equally unchallengeable. It appears 
that the only cases likely to have involved a loss to policyholders are the following, 
with the dates of failure:’® 


The Dominion Gresham Guarantee & Casualty Company 1928 
La Compagnie d’Assurance contre I’Incendie de Rimouski 1914 
*® Gray, More On the Regulation of Insurance, 24 Can. B. Rev. 481 (1946). 


29T REPORT OF SUPERINTENDENT OF INSURANCE FoR Canapa lii-Ixi (1945); See also letter from De- 
partment dated May 23, 1950. 
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The Victoria Montreal Fire Insurance Company 1901 
The Provincial Insurance Company of Canada 1877 


In the case of the Dominion Gresham, I understand that most of the outstanding 
policies were held by the Government of Canada in connection with excise duties 
on liquor exports. The other three companies were quite small. 


IV 
PRovINCIAL JURISDICTION 


One year after the enactment of the first Dominion Insurance Act in 1875, the 
Ontario Legislature provided that all companies without a Dominion license should 
secure one from the Provincial Treasurer, make deposits, file annual reports, and 
submit to inspection. In the same year an Ontario statute required all fire insurance 
companies doing business in the province to insert in their policies certain prescribed 
terms and conditions, and in later years similar legislation was enacted by other 
provinces and concerning other types of insurance. By 1879 Ontario had an in- 
spector of insurance, and by 1914 a provincial insurance department, headed by a 
superintendent, had been established and regulatory machinery very similar to that 
of the Dominion had been set up. 

Over the years as a result of the appeals to the Privy Council there has been 
achieved a distribution of authority between the provinces and the Dominion with 
regard to insurance which has been supported by the companies, and efforts have 
been made to have this accepted and introduced into the law. The Dominion has 
dropped the question of policy conditions and licensing of agents from its insurance 
laws, and the Dominion Department of Insurance has concentrated on questions of 
solvency and financial responsibility of the companies under its registration. As a 
result, Dominion registration has been much sought after, and the record outlined 
above indicates how much this has been in the interests of the companies and the 
public, and the Canadian companies in their business outside Canada. Provincial 
legislation has been concerned with the solvency of companies incorporated in the 
province and who confine their business to the province of their incorporation, and 
with the requirement of fair and equitable terms in insurance contracts. It can 
now be realized how this has worked with so little friction even in a province such 
as Quebec with its own Civil Code (differing from that of the rest of Canada) reg- 
ulating the law of contract, and its own special insurance laws with respect to bene- 
ficiaries under insurance policies. 

The recommendation of the Rowell-Sirois Commission (1940), referred to above, 
was to incorporate this status quo of dual control in the law of the land. Their 
views thus coincided with those presented by the Canadian Life Insurance Officers 
Association in their brief to the Commission.” In summary these recommendations 
were: 


2° CanapIAN Lire InsuRANCE OFFicers’ AssOcIATION YEAR Book app. 1 (1937-1938). 
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1. The provincial legislatures should have exclusive jurisdiction to prescribe 
the statutory conditions and incidents of insurance contracts, and exclusive 
jurisdiction to license insurance agents, brokers, and adjusters. 

2. The provincial legislatures should have power to supervise the financial 
affairs of all insurance companies incorporated and operating solely within 
the province of incorporation; but a province should be enabled to delegate 
this function to the Dominion if it so desires. 

3. The Dominion should have the exclusive jurisdiction and responsibility for 
licensing all other companies, requiring deposits from them, prescribing 
annual and statistical insurance returns, conducting financial inspections and 
supervision, and publishing annual reports concerning such companies. 


The submission to the Rowell-Sirois Commission of the All Canada Insurance 
Federation representing the fire and casualty insurance companies doing business 
in Canada supported “one central authority . . . to whom all insurance companies 
would report their operations on a uniform basis, which authority alone should have 
the right to grant license powers to insurers desiring to do business anywhere in the 
Dominion and which should be responsible for the maintenance of the solvency of 
such insurers and have power to require deposits to be maintained in Canada for 
the protection of Canadian policyholders.”** The fact that in large part these fire 
and casualty companies are incorporated outside of Canada and the nature of their 
business is essentially country-wide and international so that they would come under 
Dominion supervision in the event the Rowell-Sirois compromise becomes law, 
indicates that they would undoubtedly support this compromise. 


V 


Tue SoutH-EasTerN Unperwriters Association Case?” 


The judgment on this case delivered by the United States Supreme Court on 
June 5, 1944, reversed the classic decision of Paul v. Virginia that the business of 
insurance is not interstate commerce. It is no surprise to a Canadian insurance 
official that the fiction of insurance not being commerce was not upheld, once it was 
presented squarely to the Supreme Court. That it held since 1869 is remarkable. 
Meanwhile the assets of the United States insurance companies had grown to 37 bil- 
lion dollars and annual premiums to six billion dollars. We must know the back- 
ground of the S.E.U.A. case with the trouble over fire insurance rates in the State of 
Missouri beginning in 1922, and the immediate cause of the litigation—coercion and 
boycott in six of the southeastern states—before we can appreciate the decision. 

This major reversal of the law was carried by only 4 to 3, the three dissenting 
justices being Chief Justice Stone and Justices Frankfurter and Jackson, the remain- 
ing two justices taking no part in the case. What I find to be remarkable (and 


91 REPORT OF SUPERINTENDENT OF INSURANCE FOR CANADA XXVii (1944). 
*2 United States v. South-Eastern Underwriters Association, 322 U. S. 533 (1944). 
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they are probably not generally known) are the opinions of the dissenting justices, 
and that of the Chief Justice who stated that “it is often more important that a rule 
of law be settled than that it be settled right . . . before overruling a precedent 
in any case it is the duty of the Court to make certain that more harm will not be 
done in rejecting than in retaining a rule of even dubious validity.”** Another ex- 
tract from the Chief Justice’s opinion will enlighten us further as to the reasons for 
upholding over all these years the Paul v. Virginia decision: 


In the years since this Court’s pronouncement that insurance is not commerce came to be 
regarded as settled constitutional doctrine, vast efforts have gone into the development of 
schemes of state regulation and into the organization of the insurance business in con- 
formity to such regulatory requirements. Vast amounts of capital have been invested 
in the business in reliance on the permanence of the existing system of state regulation. 
How far that system is now supplanted is not, and in the nature of things could not well 
be, explained in the Court’s opinion. The Government admits that statutes of at least five 
states will be invalidated by the decision as in conflict with the Sherman Act, and the 
argument in this Court reveals serious doubt whether many others may not also be in- 
consistent with that Act. The extent to which still other state statutes will now be invali- 
dated as in conflict with the commerce clause has not been explored in any detail in the 
briefs and argument or in the Court’s opinion.“ 


VI 


Tue Duar Recutatory SystEM IN CANADA 


To the Canadian insurance business these statements of Chief Justice Stone have 
a peculiar application. In Canada it is not the states which have in years built up 
the proper regulatory machinery but rather the Federal Government itself. The 
supervision of the Federal Government Insurance Department has been highly 
successful and highly beneficial to all concerned. Should this system be discarded? 
That the dual system in Canada of both state and federal supervision has not been 
detrimental to the insurance business is due to many factors. 


1. An inherent love of law and order. The French-Canadians are related to 
pre-revolutionary France—a closely knit social system where the seigneur 
had his place as “leader” with obligations on his side and loyalties on the 
side of the people he governed. The situation of a minority as large as the 
French-Canadian in Canada is an explosive one, and there are not lacking 
those on both sides who would seek to profit by it. Such situations in 
Europe have been the tinder boxes in two world wars. Canada is fortunate 
in this inherent soundness of heart in her two races, the French Canadian 
and the British-Canadian. 

2. The implied division of authority. The provincial insurance authorities 
supervising licensing of agents and policy conditions whereas the federal 
department of insurance concerns itself with valuation of securities, type 
of investment permitted, deposits, and solvency. There is, and will con- 


*? Id. at 579-580. *4 7d, at 581. 
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tinue to be, a minimum of overlapping, provided the various parties do not 
seek to encroach on each other’s fields. 

3. The uncertainties of the legal position obliged each of the parties to restrain 
its hand so as not to drive opinion among the public or the companies 
against them. Another way of putting this is: There is a level-headed 
realization among all parties that whatever be the jockeying for position 
by provincial and federal authorities, the insurance business must not suffer. 

4. The efforts of the provinces of Canada to enact uniform legislation. 


Vil 


ProvinciaL UnirorM LEGISLATION 


There are now ten provinces in Canada, Newfoundland having very recently 
joined the confederation. In law, as mentioned already, the province of Quebec fol- 
lows a different system from the rest of Canada. As long ago as 1914 the first step 
was taken in uniformity of legislation in Canada, when the Superintendents of 
Insurance of the four western provinces met to consider standardization of the 
statutory conditions relating to contracts of fire insurance. In 1917 there was organ- 
ized the Association of Provincial Superintendents of Insurance of the Dominion of 
Canada, whose primary object is the uniformity of insurance legislation and practice 
in Canada. The Canadian Bar Association has played a prominent part in this search 
for uniformity through its Conference of Commissioners on Uniformity of Legisla- 
tion in Canada. The joint efforts of these bodies resulted in the drafting of a Uni- 
form Fire Insurance Act and a Uniform Life Insurance Act in 1923. Both Acts were 
subsequently enacted in all the eight common-law provinces. 

Statutory conditions are peculiar to Canadian insurance law. As a result of the 
efforts of the Canadian Bar Association, the Provincial Superintendents of Insurance, 
and the companies concerned, complete uniformity in contract provisions exists in 
the eight common-law provinces in the following major classes of insurance: life, 
fire, automobile, and accident and sickness. It is only a matter of time before New- 
foundland joins the eight provinces in adopting the uniform insurance legislation. 

In Stone and Cox Life Insurance Tables, which is a Canadian life insurance 
agent’s book giving the rates and other details of all the life insurance companies 
operating in Canada (65 in the 1949 edition), the provisions of the Uniform Life 
Insurance Act are summarized in less than five pages. The great benefit of this uni- 
formity to the life insurance business cannot be referred to in too high terms of 
praise. Of course in the United States with many more states concerned, such 
uniformity would be very difficult to accomplish. But this does not diminish the 
prestige to the Canadian Provincial Superintendents of Insurance of carrying it out, 
and what is even more creditable, maintaining it for the past twenty-five years. 

The necessity for American life insurance companies to maintain a huge card 
index of the different laws and regulations in various states in order to conduct their 
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operations amazed me when I first became acquainted with it over twenty-five years 
ago. A less virile people would have given up many years ago any attempt to do 
business throughout their country and confined themselves to a few of the states only, 
thus depriving the country of that free and wide competition which is the achieve- 
ment of American life. 


Vill 


ComBINES IN REsTRAINT OF TRADE 


The first Canadian federal legislation in this field was enacted in 1889, and 
is still effective in amended form as Section 498 of the Criminal Code. Legislation 
providing special facilities for the investigation of combines was first enacted in 
1907 and was included in the Customs Tariff of 1907. The Combines and Fair 
Prices Act of 1919 was declared invalid by the Judicial Committee of the Privy 
Council and was replaced by the present Combines Investigation Act in 1923, 
which was upheld by the Privy Council in 1931 following a reference of questions 
by the Governor in Council to the Supreme Court of Canada. This Act provides 
means for the investigation of trade combinations, mergers, trusts, and monopolies 
alleged to have operated in restraint of trade and to the detriment of the public. 

Various inquiries and investigations have been made by the Commissioner and 
an occasional action has been instituted. The political atmosphere is different in 
Canada from that in the United States, and to a layman it appears that the Combines 
Act in Canada is not used as a cudgel to beat big business “to please the groundlings,” 
or to paraphrase Shakespeare, “to play to the gallery.” The Commissioner in 1947 re- 
ported that representatives of trade associations have on occasions discussed their 
tentative plans with him to insure that they would not be questioned as being re- 
strictive and possibly contrary to the Act. This association of trade and government 
in the public interest is a feature of Canadian business life. 


IX 


AssociIATION OF UNDERWRITERS 


The right of insurers to associate for the regulation of their business has never 
been challenged in the Canadian courts. In 1916 a Commissioner was appointed 
by the Ontario government to report on the operations of insurance companies 
(other than life and marine) in the province, and the report by The Honourable 
Mr. Justice Masten in 1919 is a valuable commentary on insurance in Canada. The 
proceedings developed into a dispute between the Canadian Manufacturers Associa- 
tion and the Canadian Fire Underwriters Association, the latter being an organiza- 
tion of fire insurance companies for the regulation of rates, commissions, policy 
forms, and the business generally; the former objecting to the rules and regulations 
made by the Association. The Honourable Justice Masten in his report stated :*5 


*° Report ON INSURANCE CoMMISSION, LEGISLATIVE ASSEMBLY OF ONTARIO, TORONTO (1919). 
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-  - Past experience affords the only guide as to what rates should be charged. The 
experience of one Company or of many companies in a limited field, or over a short period 
of time, would obviously not give a sound basis on which to predicate rates. The only 
method by which there can be an even approximately equitable distribution of insurance 
cost is by combining the experience of many companies over a wide territory, and over a 
period of years. 

Again it is obvious that the determination of proper rates would be valueless, unless 
steps could be taken to maintain them. . . . 

On the grounds which I have here set forth, I am of the opinion that the operations 
of the Canadian Fire Underwriters Association have been and are to the advantage and 
in the interests of the public, and that such a combination tends strongly to maintain the 
solvency of the companies, to stabilize rates, to eliminate discrimination, and assist in 
controlling the expenses of carrying on the business. 

This conclusion accords with findings of the strongest Commissions in the United 
States that have considered this question. 
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These opinions have not the power of a court decision or of legislation, but they 
do indicate the general opinion in Canada as to regulation of insurance rates by 
associations of insurers. Undoubtedly, the fact that membership in the Association 
was voluntary and there was no coercion or boycott is important. Further the non- 
members of the Association, as the Non-Tariff Companies, the Farmers’ Mutuals, 
other Domestic Mutuals, Reciprocals, and Lloyds, give so much effective competition 
to Tariff companies (#. members of the Association) that nothing of the char- 
acter of a monopoly can be said to exist. The quotation given and the Report itself 
indicate the great influence on Canadian opinion of trends in the United States. 

Although laws similar to the Sherman and other antitrust laws in the United 
States exist in Canada, they are not the “bogey” which it appears to me they 
have become in the United States. Beyond a certain point such antitrust legislation 
can become harmful to the development of a country. Some instances in the life 
insurance field may be of interest. Some years ago several of the Canadian and 
United States life insurance companies collaborated in investigating their mortality 
on lives subject to various impairments—both physical and medical. When the 
work was published, a committee of experts, both medical and actuarial, published a 
volume indicating the actuarial equivalent ratings for various impairments. These 
opinions were based not only on the statistics but on developments in medical 
sciences since the period the statistics covered. The work was one of the landmarks 
of life insurance history. Yet owing to the fear of prosecution for associating in 
restraint of trade, it is unlikely that this work will be developed further or brought 
up to date. 

I can vouch that the work referred to is to the advantage of the public and in 
the interests of life insurance science. With a handful of exceptions, no company 
could individually develop similar material, and even the exceptions would prefer 
to consider statistics and opinions combined with their experience rather than their 
own experience alone. There is no obligation for anyone to use the material. How- 
ever, many companies which would otherwise have avoided the substandard field in 
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life insurance have been encouraged by the weight of authority behind these ratings 
to undertake such business. 

Another instance which applies to Canada is the use of uniform extras for occu- 
pational hazards. An association of Canadian actuaries appointed a committee to 
study the existing statistics and visit various hazardous industries to obtain at first 
hand information on the extra hazards involved. Undoubtedly the ratings of some 
of the large American life insurance companies were also studied. This work, 
begun many years ago, has been periodically brought up to date. There is no com- 
pulsion on anyone to use these rates, but it is not considered gentlemanly to cut a 
rate merely to take advantage of another company. After all, if there is any reason 
to change any rate it is a simple matter to bring about a discussion and get the 
rate changed, and if you could not carry the general opinion there is no reason why 
you cannot act on your own opinion. This is different from rate cutting, which is 
generally of a piratical character. It should be emphasized that here we are dealing 
with a very minor part of the business—extras for occupations—for with sixty-five 
odd life insurance companies in Canada there are sixty-five odd sets of premium 
rates, cash values, dividends, and policy conditions, varying among the companies. 

No small company could undertake this research work in occupational risks, 
and it is the small companies which find such cooperative work among the com- 
panies of the greatest value. Undoubtedly cooperation among actuaries or life 
insurance companies or fire and casualty companies could reach such a stage that it 
became a monopoly existing for the purpose of keeping rates at a higher level than 
would otherwise be the case. I question whether a country can be run by the 
“letter of the law” without common sense and common interest being considered. 
A friend at the home office of one of the United States life insurance companies was 
told by his company’s counsel that if he wrote to the official of another life insurance 
company about their practice regarding a certain matter it might be considered 
as a “conspiracy in restraint of trade”! 


X 


RatING ORGANIZATIONS IN CANADA 


The Ontario Insurance Act® contains the following two sections dealing with 
the filing of a company’s experience in fire and automobile insurance: 


§71 (1) Every licensed insurer which carries on in Ontario the business of fire insurance 
shall keep a record of its premium income derived from risks located in Ontario and of 
claims paid in respect of such risks so as to show at any time its experience according 
to the classification of occupancy hazards of the National Board of Fire Underwriters, 
with such modifications as the Superintendent may prescribe. 

§72 (1) Every licensed insurer which carries on in Ontario the business of automobile 
insurance shall prepare and file, when required, with the Superintendent, or with such 
statistical agency as he may designate, a record of its automobile insurance premiums, and 


2° Rev. STAT. ONTARIO c. 256 (1937). 
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of its loss and expense costs in Ontario, in such form and mannes, and according to such 
system of classification, as he may approve. 


The Canadian Underwriters Association, the successors to the Canadian Board 
of Fire Underwriters mentioned in the Masten Report above, as one of their func- 
tions, arrange for details regarding the automobile experience of their member com- 
panies to be collaborated and presented to the various provincial authorities. There 
is an Independent Underwriters Association representing those not members of 
Canadian Underwriters Association which arranges for a similar compilation of auto- 
mobile statistics. The Ontario government prior to the war published each year 
the analysis as regards Ontario business. The analysis is in sufficient detail to enable 
one to judge the reasonableness of automobile insurance premium rates in the 
province. The system at present in vogue is that a committee representing the 
companies, after studying the figures for the past year and trends from previous 
years, approaches the Superintendent of Insurance for the province concerned and 
comes to an understanding that the changes proposed, if made, will not be challenged 
by the Superintendent. It is a sort of “self rule by the industry” subject to super- 
vision, quite unofficial, and it appears to work quite well. It will be noted that the 
Federal Department of Insurance does not come into the picture at all. No statistics 
regarding classes of insurance which could be used for rate making purposes are 
published regarding other classes of insurance, nor are any such statistics furnished to 
the provincial or federal authorities. 

With respect to fire insurance, before the war statistics of premiums written 
and claims paid were published by the province of Ontario in the National Board 
of Fire Underwriters Classification in aggregate for the previous five years. There 
are several hundred classes, separated into five main divisions, “Frame Protected,” 
“Frame Unprotected,” “Brick Protected,” “Brick Unprotected,” and “Fire Proof.” 
The terms protected and unprotected refer to the degree of fire protection in the 
vicinity. During and since the war Ontario has reduced its requirements to those 
of the Federal Department of Insurance. In the latest Ontario report, amounts 
written, premiums written, losses incurred, and the percentage of losses incurred to 
premiums written are shown for the twenty-one classes for 1948, and for the four 
years 1945-1948 in the aggregate. 

For many years the Federal Department of Insurance at Ottawa has published 
the fire experience by classes of the companies registered with it. Until and in- 
cluding the year 1944 a classification of twenty-seven classes was used, but begin- 
ning with the year 1945 these classes have been modified somewhat and are now 
the twenty-one classes shown below. The published schedules®’ show the experience 
by classes for each province as well as the totals for Canada as a whole. As indicated 
earlier, the proportion of fire business written by companies licensed by the Federal 
Department of Insurance is 88 per cent of the total, so that these figures do give a 


®7 DEPARTMENT OF INSURANCE, OrrawA, CANADA, SCHEDULES OF CLASSIFICATION OF Fire INSURANCE 
Rares. 
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picture of fire insurance experience in Canada by provinces and by classes. The 
publication gives the experience of the last year and of the last five years in the 
aggregate. A complete quinquennial experience on the twenty-one classes is not yet 
available; it will cover the years 1945 to 1949 inclusive. 


The twenty-one classes are as follows: 


Dwellings, excluding farms 
No. 1. Protected, brick. 
. Protected, frame. 
. Unprotected. 
. Farm buildings. 
. Churches, public buildings, educational and social service institutions. 
. Warehouses. 
. Retail stores, office buildings, banks, hotels. 
. Contents of No. 7. 
. Foods, food and beverage plants. 
. Flour and cereal mills, grain elevators. 
. Oil risks of all kinds. 
. Saw and shingle mills. 
. Lumber yards, pulpwood, standing timber. 
. Woodworking plants. 
. Metalworking plants, garages, hangers. 
. Mining risks. 
. Railway and public utility risks. 
. Miscellaneous manufacturing risks. 
19. Miscellaneous non-manufacturing risks. 
20. Sprinklered risks of whatever nature or occupancy. 
21. U. and O. and profits excluding rental insurance. 


SO OXI AU AW WN 


—-— et 
CIANAWH AOS 


The figures given for each class are (1) Amounts written, (2) Premiums written, 
(3) Losses incurred, (4) Losses incurred percent of premiums written, and (5) 
Losses incurred percent of amounts written. The Annual Reports of the Superin- 
tendent give the figures for Canada as a whole only, and in the latest published 
Report (1948) the figures are given for each of the three years 1945, 1946, and 1947, 
and in the aggregate. 

I have deliberately shown the twenty-one classes. It is obvious even to the un- 
initiated that these broad subdivisions are of little value in determining the reason- 
ableness or otherwise of existing rates, except possibly in the total of all classes for 
which the subdivision would not be required. It will be noted that contents are 
shown only separately for No. 7, the combined “Retail stores, office buildings, banks, 
hotels.” 
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XI 


Rate REGULATION 


Apart from the twenty-one classes in fire insurance referred to above, no figures 
for fire insurance experience by classes are supplied by Canadian fire insurance 
companies to anyone. It will immediately be asked how the Tariff fire companies 
who use the same rates operate if no rate-making statistics are available. Here is the 
stumbling block where fire insurance officials take a stand which I, as an actuary, 
cannot understand, and after nearly twenty years’ consideration I am still as far 
from comprehending their point of view as ever. The turmoil over the reversal 
of the classic legal fiction that “insurance is not commerce” is due more to fire 
insurance rate regulation than any other matter. To the outsider this turmoil over 
the reversal of the Paul v. Virginia decision seems difficult to understand. The 
McCarran Act,?® Public Law 15, reaffirms state regulation of insurance and states 
that the antitrust laws will apply to the business of insurance “to the extent that 
such business is not regulated by State law.” A great deal must be read into these 
few words to cause such a turmoil. Rating organizations will have to be licensed 
by the states and laws to this effect will have to be enacted where they do not exist. 
It is quite possible that insurance will go on very much as before except that inci- 
dents such as occurred in Missouri or other states where local insurance interests 
overplayed their hand may have the Federal Government to deal with. The attitude 
in Canada has always been that so long as association for the regulation of business 
was in the public interest there was little to fear from antitrust laws. The business 
of insurance, which affects every individual in a country and every article of trade 
and commerce, is too important to be free from supervision. The price “free enter- 
prise” must pay for the privilege of being free is to have its actions subject to scrutiny 
and challenge at any time by the government. 

As one whose daily interest is the life insurance business, I have read much of 
and studied the recommendations of the Armstrong Investigation into life insurance 
in New York State in 1905-1906, for out of them has grown the regulation of the 
business as it is practiced in New York, which has been a model on which much 
legislation in other states and countries has been based. For many years, judging 
by its avoidance in the published transactions of the Actuarial Society of America, 
it was not considered polite to refer to the Investigation, even indirectly. Yet it proved 
an inestimable boon to the American people. In no country in the world has life 
insurance grown to the extent it has in the United States of America, nor has it 
anywhere else become such a great part of the social and economic structure of the 
country. It has contributed much to the country’s well-being. 


*8 59 Strat. 33 (1945), as amended, 61 Star. 448 (1947), 15 U. S. C. §§1o11-1015 (Supp. 1949). 
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XII 


Fire Ratinc System oF CANADA 

The Universal Mercantile System is the basis of the fire rates of the Canadian 
Underwriters Association (Tariff companies). With other competing companies 
it is mostly a matter of cutting the tariff rates. The system originated in the United 
States and was first published in 1903. The bulk of the rating in the eastern section 
of the United States is based on schedules developed on this system. It would be 
out of place here to go into the matter in detail. Briefly, a rate is determined on a 
building of certain construction and in a certain area, and modifications are made 
in the rate for the multitude of variations which occur in building construction, 
having regard to the fire hazard and the location; there are also modifications to be 
made on account of the area in which the building is located in regard to fire-fighting 
equipment, dangerous exposures, and the record of the area in fire losses. The factor 
of occupancy is allowed for, and so it goes on. Starting from the key rate in a 
given city, there are about 130 items to be considered before the rate on a non- 
fireproof building in that city can be determined. 

It follows that the rating of a risk is a specialized business to be carried out by 
experts. The multitude of additions and deductions which are made in schedule 
rating have no statistical foundation. The idea was that in the aggregate the rates 
obtained should cover losses and expenses and provide a reasonable profit to the 
insurers. Equity as to charges made for the large number of deviations from the 
“standard” is based on judgment rather than statistical investigation. 

One of the most beneficial aspects of the Universal Mercantile System is that the 
system of credits acts as an incentive to improvement of fire risk by the owner or 
occupant. Although one hates the thought of bureaucratic compulsion, when the 
appalling amount of fire loss and waste is considered, one wonders whether some 
further compulsion than the incentive of a few cents off the fire rate should not be 
tried. Cities have by-laws but they are more honoured in the breach than in the 
observance where fire prevention is concerned. 

In a paper, “Fire Insurance Rates in Canada,”*® I dealt with the statistical problem 
of fire rates and opposed the general attitude of fire insurance officials that fire rates 
are not subject to statistical measurement by class. Results based on the study of 
mortality by cause of death have been challenged on statistical grounds because of 
the variations of medical opinion of the doctors and different definitions of different 
diseases. But in spite of the difficulties, investigators have persevered and interesting 
and valuable results have emerged. There is no excuse for ignorance. Fire insurance 
officials have so reiterated decade after decade that fire rates are not subject to sta- 
tistical investigation that they have come to believe the statement. The few details 
given above indicate the difficulties, but there is nothing like trying. If this turmoil 
over Public Law 15 stirs the insurance companies of the United States to new efforts 
and achievements, it may prove a landmark in the development of insurance in the 


*® ELEVENTH INTERNATIONAL ACTUARIAL CONGRESS, PEDOE, Fire INsuRANCE RATES IN CANADA (1937). 
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United States. There is nothing more harmful than surrounding a business with an 
air of mystery. There is nothing more conducive to government interference than 
the insistence that the cloak of mystery be retained. I cannot conceive of any other 
business so essential to commerce as fire and casualty insurance. It is not to be 
expected that governments will long remain indifferent to any shortcomings of the 
insurance business in its service to the public. The method by which governments 
have heretofore met the problem of unsatisfactory conditions in business is to insure 
that competition has free play. The rates of the Canadian Underwriters Associa- 
tion are not fixed for all time. Changes are continually made. But without wishing 
to appear critical it might be said that rate cutting by non-tariff, mutuals, and re- 
ciprocals is more of a factor in reducing rates to retain the business than statistical 
investigation. Although so many fire insurance officials argue as to the lack of value 
of detailed statistics by classes, the leading companies do have their own statistics, 
and I know that these are highly valued by their underwriters. 


XIII 


CoINsuRANCE 

In my paper on fire insurance rates in Canada there was another aspect of the 
fire insurance business with which I took issue, and it covers a matter in which 
Canada and the United States differ from the rest of the world: With certain ex- 
ceptions there are no laws determining the relationship between the amount of 
insurance to be carried and the value of the property. In Europe the general practice 
is to limit the amount which a party may recover for fire loss under his insurance 
policy to an amount not exceeding that proportion which the amount of his insurance 
bears to the value of the property insured. In such a case the company receives the 
premium corresponding to the value exposed to risk of fire which it is insuring. 
The question arises whether an equitable system of fire insurance rating can be 
devised with the practice regarding coinsurance in Canada and the United States 
in its present form. It follows that in an inflationary period most fire losses become 
“total” losses, and losses in relation to premium income tend to get out of hand. 
Thus, apart from a high rate of fire hazard, there is an abnormal tendency to wide 
swings in fire loss experience: larger contingency funds are thus essential than other- 
wise would be the case, and this makes for higher fire rates. 


XIV 


AGENTs AND Brokers 

One essential difference between life and the other branches of insurance such 

as fire and casualty is that in life insurance when the policy has once been sold, the 
business belongs to the insurance company. In fire and casualty insurance, because 
of the general year to year nature of the policies, the business is controlled by the 
agents and brokers. In life business with the development of the branch office 
system, which is almost general throughout Canada, agents are employees of one 
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company, and the development of pension plans and security measures tends to tie 
them more and more to their company as any other employees of the company. 
There are opposing tendencies in the life business, which are not so beneficial as the 
“vesting” of commissions so that the agent acquires a vested right to any commis- 
sions due under the policy whether he stays with the company, whether he services 
the policy, or whether he stays in the life insurance business at all. In my opinion 
this is not in the interest of the business. In fire and casualty business there is no 
“employer-employee” relationship between agent and broker and insurance company. 
The agents and brokers control the business and place it where and how and with 
whom they please; it is no exaggeration to say that they are the dominating factor in 
the business. In parts of the country where there are very few head offices of insurance 
companies, the local “general” agents form the local Underwriters’ Association and 
determine rates and other fundamental conditions under which the business is 
operated. This gives the background of some of the difficulties which have arisen 
and which culminated in the reversal of the Paul v. Virginia decision. In Canada 
the head offices of the fire and casualty companies are almost exclusively concentrated 
in the provinces of Ontario and Quebec; in the United States there is a similar con- 
centration in the northeastern states. 


XV 
CoNcLUSION 


In Canada a dual system has developed over the years under which policy pro- 
visions and licensing of agents are within the exclusive jurisdiction of the provinces, 
and all other matters, particularly solvency, are in charge of the Federal Government. 
It would seem to be most desirable to continue this. 

In the United States there has grown up over the years a system of insurance 
regulation by the individual states and little would be gained by disturbing this. 
The new position of the Federal Government as holding a “watching” brief 
in insurance can act to the advantage of the business. 

















ADMINISTRATION OF INSURANCE RATE 
REGULATORY LAWS 


Cuartes F, J. Harrincron* 


This brief discussion of the administration of rate regulatory laws contemplates 
that the reader will be to some extent familiar with the historical and factual back- 
ground which led to the action against the South-Eastern Underwriters Associa- 
tion and the series of events which followed. Such a discussion is beyond the confines 
of time and space of this paper. The events to which I refer are the decision of 
the United States Supreme Court in United States v. South-Eastern Underwriters 
Association;’ the activities of the Sub-Committee on Federal Legislation of the 
National Association of Insurance Commissioners and the Executive Committee of 
that organization;? the enactment of the McCarran Act; the activities of the All- 
Industry Committee;* a cursory knowledge of the model rate regulatory bills sub- 
mitted to the National Association of Insurance Commissioners with explanatory 
memoranda, together with reports of the Committee on Rates and Rating Organiza- 
tions and Federal Legislation of the National Association of Insurance Commis- 
sioners and the concurrent report of the All-Industry Committee;* and some of 
the differences in the rating laws enacted by the several states.° 

A review of the history and background which led the insurance industry to seek 
governmental regulation of its economic “bloodstream,” the premium dollar, will 
indicate clearly that the nature and extent of the regulation to be sought was not 
free from controversy. Hence there is little wonder that the rating laws recently 
enacted in the several states should differ, but it is remarkable that practically all 
states have adopted a substantial part of the model bills approved by the National 
Association of Insurance Commissioners. 

“The prime purpose of all rate (or other) regulation is protection of the buyer of 
insurance and through him the general public who pays his costs, hence the generally 


* LL.B. 1939, Suffolk University Law School. Director of the Insurance Society of Massachusetts, 
Past President of the National Association of Insurance Commissioners. Commissioner of Insurance 
for the Commonwealth of Massachusetts, since 1938. 

* 322 U. S. 533 (1944). 

* Legislative proposal submitted to the Congress of the United States by Executive Committee of the 
National Association of Insurance Commissioners, November, 1944. 

Report of the Joint Committees on Rate and Rating Organizations and Federal Legislation of the 
National Association of Insurance Commissioners. PROCEEDINGS OF THE NATIONAL Ass’N OF INSURANCE 
Commissioners (June, 1944-June, 1947). 

"59 Stat. 33 (1945), 15 U.S. C. §§1011-1015 (1946). 

* Paper by James B. Donovan, which appears elsewhere in this symposium. 

* Proceepines, N. A. I. C. 353, 355-422 (1946). 

* Address by Ray Murphy delivered before the Insurance Section, American Bar Association, at 
Cleveland, Ohio, December 22, 1947. 

* Proceepines, N. A. I. C. 355, 356 (1946); State Regulation of Casualty Insurance Rates, Memo- 
randum by the Special C ittee on Legislation of the American Mutual Alliance in 11 CHARACTERISTICS 
or EFFECTIVE STATE RATE reanrt 8-11 (1947); FourtH AND FirrH Reports or Sus-CoMMITTEE OF 
LAWYERS TO THE COMMITTEE ON Laws OF THE NATIONAL Boarp OF Fire UNDERWRITERS PURSUANT TO 
ReEsoLuTION ADOPTED AT May 9, 1945 MEETING OF THE COMMITTEE ON Laws (1945). 
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accepted formula that rates shall be adequate, reasonable, and not unfairly dis- 
criminatory.”’” This formula is included in all rate regulatory laws. 

Most of the state laws which follow the form of the model bills go beyond the 
mere recitation of a formula or standards to be observed with respect to the super- 
vision of rates. They set forth at some length that rates shall be made in accordance 
with a number of enumerated provisions.6 There are varying points of view con- 
cerning the administration of these sections. One point of view with which there is 
not complete agreement is contained in the memorandum prepared by the Com- 
mittee on Legislation of the American Mutual Alliance, November, 1947, entitled, 
“State Regulation of Casualty Insurance Rates.”® Incidentally, this memorandum is 
a comprehensive and erudite discussion of the problem from the point of view of a 
large segment of the insurance industry. 

The extent to which these standards will be appropriately applied rests upon 
the frailty of human judgment interpreting the language and following all of 
the legislative provisions prescribed, according to which rates shall be made. It fur- 
ther depends upon the training and ability of those charged with the responsibility of 
administering the rate regulatory law. “The statutes which the tribunal (Commis- 
sioner) administers should be well, simply, and carefully framed, but the personnel 
which does the administering is more important than the wording of the statute. 
Good men can produce better results with a poor law than poor men can produce 
with a good law.”?° 

We have passed the stage involving the preparation of rate regulatory statutes. 
The model laws approved by the National Association of Insurance Commissioners 
were produced by talented lawyers skilled in the drafting of legislation. Those 
draftsmen were advised by underwriters, actuaries, public officials, and technicians 
familiar with the conduct of the business of insurance. “In the course of the con- 
ferences many conflicting views among many segments of the industry, as well as 
between the industry and the commissioners, were reconciled and these bills can be 
viewed as representing the composite views of those who participated in the delibera- 
tions.”** These rating laws have been well and carefully framed. It is improbable 
they will be amended until a reasonable opportunity has been afforded to test their 
practical operation and to determine any imperfections which may impair smooth 
administration in the interest of the public. Of course there should be no delay in 
promptly offering amendments to rating laws when it is discovered that amend- 
ments are necessary or desirable. 

The importance of a well-trained staff to deal with technical actuarial and mathe- 
matical problems cannot be overstated. As a matter of fact, it has been urged by 

* Address of Professor Ralph H. Blanchard of Columbia University before the Fire and Casualty 
Insurance Conference, April 30, 1945. 

® Mass. Gen. Laws, c. 174A, 175A, §5. 

* Strate REGULATION oF CasuaLTy INsuRANCE Rates, 9-14 (Memorandum prepared by Committee 


on Legislation of the American Mutual Alliance, November, 1947). 
2° 4 “Credo” as to the Judicial Functions of Administrative Tribunals, 30 A. B. A. J. 266, 267 (1944). 


™ Proceepines, N. A. I. C. 377 (1946). 
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these suggestions may be more fully appraised. 
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practices are less difficult to change, although changes of regulatory 


commissioner or his staff. I would be unfair if I did not recognize 
ministrators are also sticklers for precedent, although I have rarely me 


conference compared with the formal type of hearing. 


may be similarly resolved. However, in cases where it is mandatory 
to be held before the commissioner may act, the problem assumes a 


22Srate REGULATION OF CasuaLty INsURANCE RaTES, op. cit. supra note 9, at 37. 
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rance commis- 


sioner “should only be made with regard for the appointee’s experience and quali- 
fications” and that “the work of an Insurance Department should be undertaken 
only by full-time qualified employees whose pay is sufficient to make them conscious 
of their responsibilities and free from insurance company or political influence. 
Many states have followed this suggestion with respect to the personnel of the 
Department and in some instances with respect to the appointment of the commis- 
sioner. As the development of rate regulatory procedures progresses, the wisdom of 


9912 


It is naive to expect that the administration of rating laws will always be free 
from controversy between the industry and the insurance commissioner. As a 
matter of fact, difference of opinion should be expected to some extent if the states 
are affirmatively facing their responsibilities. Controversy does not always flow from 
differences of opinion between the commissioner and the industry, it frequently 
arises because of differences of opinion within the industry itself with respect to rates 
and rating methods.’® Such controversy, however, should be resolved wherever 
possible through conference and negotiation rather than by judicial determination. 
The application of the strict rules of evidence required in court cases frequently 
circumscribes the practical determination of the merits of a particular rate filing. 
Frequently rate litigation turns upon technical and procedural points rather than 


“One of the dangers of regulation by the state as well as by company bureaus 
While laws once enacted are difficult to revise, regulatory 


personnel are 


conducive to adherence to precedent, particularly during the training period of a 


that some ad- 
t an insurance 


commissioner who is not willing to give full and reasonable consideration to a 
well-presented and well-argued case for a change. It should be remembered, how- 
ever, that it is the duty of the rate administrator to pass upon the evidence presented 
to him and to be guided by it—hence the virtue of the informal administrative 


Where the insurance commissioner and the rating bureau are the only parties to 
a controversy, reconciliation of the areas of disagreement can usually be accomplished 
by negotiation and compromise. Less frequently controversy involving other parties 


for a hearing 
different and 


more difficult aspect. If the law prescribes a hearing before the commissioner may 


*8 Proceedings before the New York Insurance Department relative to the “Escott Plan.” 
** American Employers’ Insurance Co. v. Commissioner of Insurance, 298 Mass. 161, 10 N. E. 2d 


*5 Address of Professor Ralph H. Blanchard before the Fire and Casualty Insurance Conference, April 
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act, “the provision for a hearing implies both the privilege of introducing evidence 
and the duty of deciding in accordance with it. To refuse to consider evidence 
introduced or to make an essential finding without supporting evidence is arbitrary 
action.”"® “There must be evidence adequate to support pertinent and necessary 
findings of fact. Nothing can be treated as evidence which is not introduced as 
such.... The ‘hearing’ is designed to afford the safeguard that the one who decides 
shall be bound in good conscience to consider the evidence, to be guided by that 
alone, and to reach his conclusion uninfluenced by extraneous considerations which in 
other fields might have play in determining purely executive action. The ‘hearing’ is 
the hearing of evidence and argument.”?* 

‘ The foregoing discussion evidences the heavy responsibility imposed on the com- 
missioner when conducting a hearing, particularly when adversaries are involved. 
It should not be inferred from this discussion that I contend administration of the 
rating law will always involve adversary proceedings. Usually such a situation 
should be the exception rather than the rule. Whenever formal hearings are pre- 
scribed by statute, not only is the commissioner obligated to conduct appropriate 
proceedings, but others who are involved are required to conform to procedure 
conducive to an adequate record. 

The importance of a complete and accurate record of the proceedings before the 
commissioner is self-evident when we consider that all rate regulatory laws provide 
for judicial review of the actions of the commissioner. It is highly important that 
the record be as lucid and free from confusion as possible. The responsibility for a 
clear, well-presented case rests upon all of the parties to the hearing, but to a greater 
extent upon the hearing officer. While no rating law requires the observance of the 
strict rules of evidence by the hearing officer, he is duty bound to adopt reasonable 
rules and regulations for orderly conduct of the hearing. 

Today, more than ever before, harmonious, flexible administration of rating laws 
is necessary because of the widespread adoption of rating laws by the several states. 
Flexibility of administration does not mean that the commissioner may totally dis- 
regard the law, he is merely the executive officer of the legislature charged with the 
responsibility of carrying out the legislative command. Where difference of opinion 
with respect to the interpretation of law arises, it is the decision of the commissioner 
which prevails until altered by the opinion of the attorney general or other legal 
adviser to the commissioner, or by the court. 

Laws which confer discretionary authority upon the commissioner of insurance 
are much more easily administered than laws which attempt with particularity to 
chart the course which the commissioner must follow. It should be recognized that 
there is a difference in administrative procedures depending upon the legislative 
philosophy with respect to the nature and extent of rate regulation. Under a rate 


2° American Employers’ Insurance Co. v. Commissioner of Insurance, 298 Mass. 161, 167, 10 N. E. 


2d 76, 80 (1937). 
** Morgan v. United States, 298 U. S. 468, 480 (1936), referred to in the American Employers’ 


Insurance Co. v. Commissioner of Insurance, 298 Mass. 161, 167, 168, 10 N. E. 2d 76, 80 (1937). 
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regulatory law which imposes upon the commissioner the obligation to make the 
rates, as in Texas or in Massachusetts under the Compulsory Motor Vehicle Liability 
Law,"® the practice has been to confer and consult with those who have available 
material and ideas with respect to the calculation of rates and to give due considera- 
tion to their views before promulgating rates. The decision with respect to the 
final determination of the rates rests entirely in the wide but reasonable discretion 
of the commissioner. The commissioner of insurance charged with the making of 
rates enjoys a wider opportunity for the exercise of discretion in his rate making 
processes, but he likewise bears a heavy responsibility to make rates in accordance 
with sound actuarial principles which meet the standards prescribed by the legis- 
lature. 

The type of law which requires the prior approval of rates before they may be 
used is the type of law usually governing the regulation of workmen’s compensation 
rates. This type of law calls for a different administrative procedure. It requires, 
in the first instance, that the commissioner shall act promptly upon rate filings 
placed before him for action, but it also requires a careful examination of the basis 
upon which the rates are made, including the volume and quality of the statistical 
material underlying the calculation of the rates. In many states the commissioner is 
not privileged to confer with the rating bureau committees prior to the submission 
of rates for his consideration. When these limitations are imposed upon the rate 
supervisor it must be expected that a longer period will be consumed in acquainting 
the commissioner with the considerations, formulae, and statistics which have occu- 
pied the attention of the rating bureau or insurance company for many months in 
advance of the filing. Delay can be very materially reduced if the commissioner or 
his representative is permitted to participate in the meetings of the various com- 
mittees of the rating bureau while they are developing rate making processes. I 
realize that the rating laws do not contemplate the procedure here outlined, but I 
submit that much benefit inures to both the supervised and the supervisor when 
problems are approached in this fashion. 

The third regulatory procedure is the so-called filing and use procedure which 
permits an insurance company to file rates and use them immediately without 
opportunity for the commissioner to review the rate calculations in advance and 
approve or disapprove. There are those who believe that this does not constitute 
regulation contemplated by the Congress under the provisions of the McCarran Act." 
On the other hand the Lawyers Committee of the National Board of Fire Under- 
writers states, “We feel, however, that in judging the regulatory system as a whole, 


18 Mass. GEN. Laws, c. 175, §113B. 

2° See testimony of Attorney General Biddle in Joint Hearings before the Sub-Committees of the Com- 
mittees on the Judiciary on S. 1362, Pt. 6, 78th Cong., 2d Sess. 638 (1944). “Therefore the large 
number of State acts which simply permit rate bureaus to fix rates do very definitely come in conflict 
with the Federal law. There are only very few States, Texas notably, which fix their rates; and it 
seems to me that if the States wish to be free of the compulsion of the antitrust law that they must 
take a responsibility of actually fixing the rates or approving the rates filed with them, because I cannot 
see otherwise how the public is protected.” 
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a great deal of importance should be attached to the matter of filing, since ‘filing 
places the commissioner in a better position to pass judgment on the rates and to 
exercise his powers of control. Even if a State should determine that a requirement 
of filing is not appropriate in all cases, it might be advisable for it to combine methods 
Nos. 3 and 4, by requiring filing with power in the commissioner to waive filings in 
certain classes, or requiring filing only in certain classes, with power in the com- 
missioner to require filing in other classes.”*° The validity of a filing and use law 
appears to be accepted generally by the industry, since neither stock nor mutual com- 
panies acting in concert under the provisions of Chapter 174A and 175A of the 
General Laws of the Commonwealth of Massachusetts seem inclined to challenge 
the validity of this law. From the standpoint of the public, the law has one frailty— 
it contains no provision for the return of premiums which have been adjudged ex- 
cessive by the commissioner of insurance or the courts. The decision of the com- 
missioner applies only to contracts made on and after the effective date of his de- 
cision. 

The problem of coordinating the regulatory activities of the several states, par- 
ticularly as they pertain to the regulation of rates computed on a national basis 
as well as rates which must be predicated upon national experience because of 
the limited volume of experience within a single state, still calls for solution. 
The Honorable Chris A. Gough, who, among all the commissioners, has served more 
than fifty years in the field of insurance supervision, strongly advocates the develop- 
ment of a cooperative program administered by a salaried technical staff employed 
by the National Association of Insurance Commissioners and operating under the 
direction of the Committee on Rates and Rating Organizations. A program of 
this nature would be likely to produce adequate supervision of interstate rate 
levels and minimize, if not eliminate, conflicts between states with respect to 
the regulation of rates. The model rate regulatory bills adopted by the National 
Association of Insurance Commissioners were designed to permit uniform adminis- 
tration of rate regulatory laws by authorizing the commissioner, insurance companies, 
and rating organizations to exchange information and experience data, and permit 
insurance supervisory officials to consult and cooperate with respect to rate making 
and the approval of rating systems under reasonable rules and regulations necessary 
to effect the purposes of the rating laws.” 

The insurance industry and the commissioners should immediately seek the 
removal of barriers, if any, which prevent satisfaction of the public demand for 
insurance policies providing comprehensive insurance protection (combination fire 
and casualty policies). The reasonable requirements of the insuring public should 
not remain unsatisfied because the mechanics of the insurance business has not kept 


2° FourTH AND FirtH REPoRTS OF THE SuB-CoMMITTEE OF LAWYERS TO THE COMMITTEE ON Laws OF 
THE NationaL Boarp oF Fire UNDERWRITERS PuRsUANT TO RESOLUTION ADOPTED aT May 9, 1945 
MEETING OF THE COMMITTEE ON Laws 11, 12 (1945). 

** Mass. GEN. Laws, c. 174A, §15(b), (c) and (d), 175A, §15(b), (c) and (d). (The language 
of the portions of the sections cited is identical with the language of the model bills approved by the 
N. A. I. C. This language is included in nearly all of the rate regulatory laws.) 
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pace with the demands of our ever changing economy. Administrative- difficulties 
arise in connection with the supervision of rating programs which involve fire, 
casualty, and marine insurance protection because of the conflicting jurisdiction 
and limitations on the scope of authority of rating bureaus and advisory organi- 
zations. This problem has been the subject of comment recently by Robert 
E. Dineen, former Superintendent of Insurance of New York.?* 

Discussion within the industry manifests a realization of the necessity for explora- 
tion or revision of jurisdiction®® of both casualty and fire insurance rating bureaus. 
The establishment of a bureau through which comprehensive multiple line coverages 
may be developed and rated is a progressive step the industry can take in the interest 
of better rate regulatory administration. There appears to be no specific authority 
in the insurance law to enable the commissioners of insurance to bring about the 
necessary bureau changes at this time, hence the responsibility for progress in this 
direction rests heavily upon the leaders of the insurance industry. 

An impediment to the early development of all-risk coverage is the statutory fire 
insurance policy,”* which prescribes in many states the exact, inflexible language of 
the policy which must be issued to cover fire insurance hazards. Whatever may 
have been the reason for incorporating only this form of policy in the laws of the 
several states, I can think of no reason which justifies the continuance in the statute 
of one particular form of insurance policy. It is inconceivable that the Legislature and 
insurance companies should impose inflexible, outmoded, and archaic insurance con- 
tracts upon the insuring public. We who are concerned with the regulation of the in- 
surance business should give consideration to the rapidity with which our modern 
economy changes and to the removal of legal impediments to the issuance of modern 
insurance policies.*> It is difficult to understand the lack of support in the fire 
insurance industry for the repeal of archaic, outmoded, legislative requirements for 
standard policies. I should prefer to see the Standard Fire Policy provisions totally 
repealed in every state. I realize that this thinking is too drastic to receive current 
support, hence the reason for my legislative approach to the problem this year.?® 
Experience indicates the industry is not yet ready to accept this solution. “The 
development of a comprehensive all-risk policy, and particularly if on a single-rate 
basis, will inevitably come slowly.”?* 

The development of dwelling all-risk supplemental contracts; provision for legal 
liability insurance, fire and casualty; deviations and separate filings; and multiple 

22 “Battle of the Bureaus,” address of Robert E. Dineen, delivered before the New York State 
Agents, Inc., Syracuse, New York, May 8, 1950. 

%® Address of Harold Smith, President, The Home Insurance Company, before Association of Local 
Agents of New York State, April 27, 1950. 

** Mass. GEN. Laws, c. 175, §99. Similar sections, although varying in language, are incorporated 
in the laws of other states. 

25 1950 House Bill 66, Massachusetts Legislature. 

2° 1950 House Bill 68, Massachusetts Legislature. 


*" Presidential address, James M. Cahill, Secretary to the National Bureau of Casualty Underwriters 
before the Casualty Actuarial Society, November 21, 1949. 
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line operations are all receiving the current consideration of the Eastern Underwriters 
Association.” 

It appears, however, from the unanimous action of the membership of the Eastern 
Underwriters Association at a recent meeting that the question of the inclusion of 
deductible clauses in fire insurance policies is stalled, if not negatively determined, 
for the time being in the territory served by that Association excepting as these 
clauses may be filed by companies not members of that Association.”® The rapidity 
with which company views change is indicated by the fact that since the meeting 
of the Eastern Underwriters Association on June 20, attended by the Fireman’s 
Fund Insurance Company, the president of that company is reported to have decided 
that his company “will consider legitimate requests for deductible fire insurance 
risks in California.”®° Is it to be inferred that deductible clauses in fire insurance 
would not be “destructive of the experience statistics so necessary for determination 
of adequate, reasonable, and nondiscriminatory rate levels” in the State of California? 

Since much of the responsibility of solving most of these problems rests with the 
insurance industry, a joint meeting of the top-flight fire and casualty executives 
clothed with authority to negotiate with the Committee on Rates and Rating 
Organizations of the National Association of Insurance Commissioners would prob- 
ably go far toward resolving the present stalemate on some of these important prob- 
lems. I mention this matter with no disposition to be critical, but because it is an 
important problem not only from the standpoint of the insurance industry and the 
supervisors of insurance, but from the standpoint of the insurance buying public. 

The administration of rating laws regulating all classes of insurance rates other 
than life insurance and marine insurance is in its infancy in many states. The 


regulation of many rate levels is being undertaken for the first time by experienced. 


insurance departments. Very few commissioners remain who are familiar with 
all. of the activities of the Committee on Rates and Rating Organizations and the 
All-Industry Committee. Administrative procedures regulating rates are also in 
their infancy. The bridle and saddle of rate regulation still irritate the insurance 
industry which is not thoroughly broken and accustomed to the obligations and 


#8 PROCEEDINGS OF THE EASTERN UNDERWRITERS ASSOCIATION MEETING 2425, 2426, 2427, 2428 (June 
20, 1950). 

2° PROCEEDINGS OF THE EasTERN UNDERWRITERS ASSOCIATION MEETING 2427 (June 20, 1950). “The 
following resolution is recommended by the Executive Committee to the membership: After a thorough 
discussion of the subject matter of Deductibles in Fire Insurance, it is Resolved by the membership of the 
Eastern Underwriters Association that Deductible Clauses in Fire Insurance would be destructive of the 
experience statistics so necessary for the determination of adequate, reasonable and non-discriminatory 
rate levels and that for that and other reasons, Deductible Clauses in Fire Insurance are not in the best 
interest of the insuring public or the Fire Insurance Industry, and that the Rating Methods Research 
Committee of this Association be advised of the viewpoint of the membership on the subject matter. 
On Motion, the Resolution was Unanimously Adopted.” 

8° “Beginning immediately, we will consider legitimate requests for deductible fire insurance risks 
in California to the extent of our capacity and such reinsurance as we can secure, providing adequate 
premiums are obtainable. This step should prove useful to those in the production ranks who presently 
suffer through a lack of a domestic insurer’s market.” James F. Crafts, President of Fireman’s Fund, in 


The Standard, July 14, 1950, p. 13. 
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restraints of total rate regulation. When we consider that cooperation between 
the insurance industry and the National Association of Insurance Commissioners 
has produced outstanding accomplishments in procuring the passage of rate regu- 
latory laws with a legislative command that they be liberally interpreted, it should 
be apparent that with continued cooperation and a continued devotion to a solution 
of the regulatory problems flowing from the enactment of the legislation the business 
of insurance will be able to continue to serve the people of America in a satisfactory 
manner. 








PUBLIC INTEREST AND THE COMMISSIONERS’—ALL 
INDUSTRY LAWS 


Hersert C. Broox* ¢ 


Three years, more or less, have now passed since practically every state enacted 
insurance rate regulatory laws patterned after the Commissioners—All Industry 
bills.» For three years, more or less, preceding that mass phenomenon there was a 
period of intense feeling and activity on the part of the insurance industry and 
state regulatory officials generated by the SEUA case. There has now been lapse 
of enough time for some appraisal to be made of the operation and effect of these 
laws and yet not sufficient lapse that they have acquired a settled place in the fabric 
of our laws. Then too, during these three years there have been substantial changes 
in the personnel of many insurance departments. The considerations that led their 
predecessors to support such legislation may on sober second thought and in the 
light of subsequent developments have lost some of their validity and certainly most 
of their urgency. It would seem, therefore, that this is an opportune time to review 
such laws from the point of view of whether they are in the public interest or 
whether they do not stifle legitimate competition, hamper insurers in developing 
new coverages, and add a wholly unjustified expense to the costs of doing business. 


I 


InsuRANCE Was A.reapy Hicuity REecuLaTep 


Before the passage of this rating legislation*® insurance already was one of the 
most highly regulated industries in the American economy. There were detailed 
laws in every state designed to protect the public against loss through the insolvency 
of insurers. There were other laws dealing with the policy forms a company could 
use. Long and extremely detailed annual statements covering the insurer’s business 
during the year and its year-end financial condition were required to be filed. 
There were prohibitions against monopolies, discrimination, and rebating. Some 
states had laws regulating rates. Most states provided for the licensing of insurance 
brokers, agents, and other producers. And every state had an insurance department 
to provide constant and extensive supervision over the the business of insurance. 
This list is by no means complete, but it indicates the detail with which insurance 
was regulated. 


* A.B. 1932, Northwestern University; J. D. 1936, University of Chicago. Member of a law firm 
at Chicago, Ill. Lecturer on Insurance Law, Northwestern University Law School. 

+ The views expressed herein are to be understood as reflecting solely the personal views of the author. 

* For convenience, laws patterned on the Commissioners’—All Industry Model Fire and Casualty Rating 
bills will be referred to herein as Commissioners’—All Industry laws. 

* United States v. South-Eastern Underwriters Association, 322 U. S. 533 (1944). 

* Every state passed rating legislation during the period 1945-1948. Most of the legislation was 
passed in 1947. 
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To the uninitiate, it must seem strange that with the business already so highly 
| regulated there should be any need to give the commissioners power over insurance 
| rates. To the same uninitiate, it must seem even stranger to learn that the giving 
of such power at this time was not demanded by the public to eliminate some abuse 
but was sought by powerful elements within the insurance industry itself. That 
distinguishes this legislation from practically all that preceded it. The earlier 
laws were passed because of some abuse to the public either actual or potential on 
the part of the insurers sought to be reached by the regulation. Thus the reserve 
requirements for life insurance were first passed in Massachusetts in 1858 at the 
instance of Elizur Wright in order to prevent loss to policyholders because of the 
maintenance of insufficient reserves by such companies.* The requirement that 
standard fire policies be used was due in part at least to the unscrupulous practice of 
companies loading their policies with restrictive provisions in fine print. The 
present requirements governing life policy provisions stem from abuses uncovered 
by the Armstrong Investigation in New York in 1905 and 1906,° and in the same 
manner the accident and health standard provisions were a result of abuses un- 
covered in that state a few years later.” 

But when the legislation in question was passed® the public was not threatened 
with any abuse on the part of insurers. Indeed, as a result of the SEUA decision,® 
the reason for passing much of the regulatory law in earlier years, namely, the need 
to cope with combinations of companies fixing their rates in concert and engaging 
in other monopolistic activities, was eliminated. 

Prior to the SEUA decision there was no general sentiment among the states 
that comprehensive insurance rating laws were necessary or desirable. A number 
of states regulated in one degree or another rates for fire insurance, and a somewhat 
lesser number had laws respecting the rates for such specialized lines as workmen’s 
compensation and automobile insurance. Only a few states such as New York and 
Louisiana had laws regulating the rates generally of fire and casualty lines. The 
New York law was passed in 1922 as a result of abuses found to exist there by a 
legislative committee,’® but, as noted above, the practice did not spread to other 
states. Nonetheless, within approximately three years after the SEUA decision, 
almost every state, as a result of the efforts of two strong groups, had passed laws 
regulating with great detail and strictness the rates for practically all lines of fire 
and casualty business. 





II 


Sponsors OF THE Strict RaTeE Recutatory Laws 


The first of these groups was the National Association of Insurance Commis- 
sioners. The commissioners naturally were jealous of the prerogatives and powers 


*FourtH ANNUAL REPORT OF COMMISSIONERS 30-31 (Mass., 1859), reprinted in THe Brste or Lire 
INsuRANCE, AMERICAN CONSERVATION COMPANY (1932). 
5 ArpertT H. Mowsray, INsurANCE 67-68 (3rd ed. 1947). 
* Id. at 175, 502-503. T Id. at 503-504. ®See note 2 supra. 
* 322 U. S. 533 (1944). 10 MowBRAY, OP. cif. supra note 5, at 506. 
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of their states over insurance, and the project of obtaining pada of strict rate 
regulatory laws had from the earliest been pitched on a “states’-rights” plane. The 
one thing the commissioners wanted probably above all else was to have laws passed 
which would have the greatest likelihood of keeping the Federal Government 
completely and forever out of the insurance field. After the passage of Public Law 
151 on March 9, 1945 and the subsequent Robertson’? and Benjamin™® decisions 
in June 1946, it seems obvious that there was little legal basis for apprehension as 
to the future of state regulation of insurance. 

The other group responsible for the passage of these laws was the All Industry 
Committee. This Committee was organized in May 1945‘ and consisted of nineteen 
members which are listed in the footnote.’* Without in anywise questioning their 
sincerity, it may be helpful to the subsequent consideration of the Commissioners’— 
All Industry laws to examine its membership briefly in the light of the interest of 
the respective members in such legislation. 

Of the nineteen members, six had no interest in the rating requirements of the 
fire and casualty model bills because either the bills expressly exempted their lines 
of insurance’® or they did not write fire or casualty business.‘ Of the four pro- 
ducer organizations at least two were actively opposed to the rigor of the bills.’® 

Of the remaining nine members, three represented participating insurers.’® It 
is manifest that any legislation which would require or tend to establish uniformity 
in rates would work to the advantage, at least for the short run, of insurers who 
operate on the mutual or participating basis. Through their dividends they can, 
in effect, underquote on any risk they deem desirable. While the proposed bills 
provide in Section 3 that due consideration should, among other things, be given 





4159 STAT. 33-34 (1945), 15 U. S. C. §§1011-1015 (Supp. 1949). 

22 Robertson v. California, 328 U. S. 440 (1946). 

*® Prudential Ins. Co. v. Benjamin, 328 U. S. 408 (1946). 

**The Committee was organized at a joint meeting of the Federal Legislation Committee of the 
National Association of Insurance Commissioners and representatives of the insurance industry “to aid 
in the formulation of a legislative program to strengthen existing state laws within the meaning of 
Section 2b of the McCarran Act.” Insurance as Interstate Commerce—The First 2 Years—Insurance 
Section, American Bar Association. 

*5 American Institute of Marine Underwriters; American Life Convention; American Mutual Alliance; 
American Reciprocal Association; Associated Factory Mutual Fire Insurance Companies; Association of 
Casualty and Surety Executives; Bureau of Personal Accident and Health Underwriters; Health and 
Accident Underwriters Conference; Inland Marine Underwriters Association; Insurance Executives Asso- 
ciation; Life Insurance Association of America; National Association of Casualty and Surety Agents; 
National Association of Independent Insurers; National Association of Insurance Agents; National Associa- 
tion of Insurance Brokers; National Association of Mutual Insurance Agents; National Board of Fire 
Underwriters; National Fraternal Congress of America; Surety Association of America. 

*° The model fire bill exempted among other things, marine insurance, and the casualty bill exempted, 
among other things, accident and health insurance; hence American Institute of Marine Underwriters, 
Bureau of Personal Accident and Health Underwriters, and Health and Accident Underwriters Conference 
had no concern in the bills except to see that they retained these exemptions. 

*7In this category are American Life Convention, Life Insurance Association of America, and National 
Fraternal Congress of America. 

*® National Association of Insurance Brokers and National Association of Casualty and Surety Agents. 

2° American Mutual Alliance, American Reciprocal Association, and Associated Factory Mutual In- 
surance Companies. 









ew 


— 




















Pusuic INTEREST AND THE CoMMISSIONERS—ALL INpustry Laws 609 


to “dividends, savings or unabsorbed premium deposits allowed or returned by in- 
surers to their policyholders, members or subscribers,” it is apparent that, as a 
practical matter, the provision is essentially meaningless, because a participating 
company can avoid its effect simply by becoming a subscriber to a rating bureau 
instead of filing its own rates.*° So long as independent insurers could freely estab- 
lish rates to give due consideration to the relative hazards of the particular risk, a 
mutual could not have this competitive advantage. But under the Commissioners’ 
—All Industry laws the mutual can use the rates and rating plans available to other 
insurers, and in addition by virtue of its dividends underquote on any desirable piece 
of business.24 Hence, at least from the short run point of view, the mutual 
organizations could see a very real competitive advantage in sponsoring rate regu- 
lation such as the model bills which would require all insurers to file rates. 


2° Section 6(c) of the Model Bills provides as follows: 
“No rating organization shall adopt any rule the effect of which would be to prohibit 
or regulate the payment of dividends, savings or unabsorbed premium deposits allowed 
or returned by insurers to their policyholders, members or subscribers.” 
®1See address of John A. Diemand, Resistance to Change (Pamph., p. 2), given at White Sulphur 
Springs, October 7, 1941: 

Rating and anti-discriminatory laws, coupled with so-called scientific rating created 
a condition under which stock companies could neither deviate nor legislate in their own 
interest, but which left non-stock companies free to deviate through their dividends. 
Realizing that they were free and that the stock companies were not, the non-stock com- 
panies proceeded to invade industrial centers, first selecting only those risks known to be 
profitable. .. . 

“Let it be noted that these surpluses [of mutual companies] were nurtured by laws 
which make bedfellows of mutual and stock companies in rate-making bodies and provide 
for the development of a single rate level for both types of companies, which is at once high 
enough to guarantee the dividends of mutual companies, yet inflexible enough to prevent 
stock companies from competing on any risk of size and importance. 

“But who raised a voice in protest? In fact, there is a suspicion that some of those 
regulatory statutes were encouraged to prevent so-called unbridled competition on the part 
of a minority of stock companies whose ideas of rating and policy forms differed from 
the majority.” 

Address of Edward C. Stone, Public Law 15: Its Purpose and Effect (Pamph., p. 9) given at Peoria, 
Illinois, September 16, 1946: 

“Now it so happens, as already pointed out, there are states that proceed along these 
lines and do not make rates or require either prior approval or subsequent disapproval 
of rates, but allow the fullest of competition as to rates. Such a state, for example, 
is Rhode Island, and conditions in that state can easily be compared with conditions 
in Massachusetts where workmen’s compensation rates are subject to prior approval and 
compulsory automobile liability rates are made by the Commissioner. . . . 

“No better opportunity exists to compare conditions as to rates, on the one hand, 
and opportunities for agents, on the other, than in these two states. The Providence, Rhode 
Island agent or broker, with a customer in Providence or Pawtaucket, Rhode Island, can 
compete with anyone, and his company is on an equal footing with any other, even the 
mutual or participating companies, because rates may be quoted based upon competition, 
and the public thus may get the benefit of competition as to price. If, for example, 
competition is had between a stock company agent and the mutual direct writer that 
ordinarily pays a 20 per cent dividend, the agent can, as to a Rhode Island risk, start 
quoting, where the so-called manual rate is $1.00, at $.80. Not so, however with the 
Massachusetts risk just across the State line. In Massachusetts, but one rate ordinarily is 
available, to-wit, the prior approved rate. If this be, for example, $1.00, the stock non- 
participating carrier and its agents are in a strait-jacket. They can quote only the $1.00 
whereas the direct-writing mutual, obliged initially to charge the $1.00, may pay its 
dividend of $.20, thus making its net rate $.80 and the agent can do nothing about it.” 
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Probably the National Association of Independent Insurers should also be placed 
in this category since a majority of its members were participating carriers. Of the 
remainder some belonged to rating bureaus and others regularly wrote at bureau 
rates.2? Its membership either specialized in automobile insurance or wrote this 
line exclusively so that it was not truly representative of the independent insurers of 


the country.” 
The remaining five members of the All Industry Committee represented the fire 


and casualty companies, which for years had fixed their rates in concert. After 
the SEUA decision it was necessary for such companies either (1) to change their 
methods of operation and the operations of their various rating bureaus to conform 
to what was permissible concerted action under the anti-trust laws,* or (2) to induce 
the various states to pass legislation permitting and regulating their concerted 


activities. 
The first alternative seems never to have been seriously considered. From the 


time the Government appealed from the decision of the District Court sustaining a 
demurrer to the indictment in the SEUA case* the fire organizations sought legis- 
lation, first on the national level,?® and being unsuccessful there, then at the state 
level, to permit them to continue their methods of doing business. Can anyone 
seriously think that had Congress exempted insurance from the anti-trust laws that 
they would then have been clamoring to strengthen the hands of the states in the 


regulation of insurance rates? 

The Commissioners’—All Industry laws do not deal with the coercive, intimi- 
dative and boycott practices aimed at by the Justice Department in the SEUA prose- 
cution,”’ but they do permit concert of action in rate fixing which would otherwise 


22 See Best’s INSURANCE REPORTS, CASUALTY, SURETY, AND MISCELLANEOUS (1946). 

°8 Orro PATTERSON, INSURANCE AT THE CROSSROADS—THE MENACE OF THE ALL INDusTRY BILLS 115 
(1947). 

** See Maple Flooring Mfgr.’s Ass’n v. United States, 266 U. S. 563 (1925); Cement Mfgr.’s Prontetive 
Ass’n v. United States, 268 U. S. 588 (1925); see also Carroll v. Greenwich Ins. Co., 199 U. S. 401, 411- 
412 (1905). 

*° 322 U. S. 533 (1944). 

*° At their instance the Walter-Bailey-Van Nuys bill (H. R. 3270, H. R. 3269 and S. 1362) was 
introduced in Congress in September 1943. The bill passed the House, but not the Senate, and it died 
when Congress adjourned. The essential provision of this bill was: 

“That nothing contained in the Act of July 2, 1890, as amended, known as the 
Sherman Act, or the Act of October 15, 1914, as amended, known as the Clayton Act, 
shall be construed to apply to the business of insurance or to acts in the conduct of that 
business or in anywise to impair the regulation of that business by the several States.” 

*7 According to the opinion of the Supreme Court in the SEUA case (322 U. S. 533 at 535-536) the 
indictment made the following charges: 

“The member companies of S. E. U. A. controlled 90 per cent of the fire insurance 
and ‘allied lines’ sold by stock fire insurance companies in the six states where the con- 
spiracies were consummated. Both conspiracies consisted of a continuing agreement and 
concert of action effectuated through S. E. U. A. The conspirators not only fixed premium 
rates and agents’ commissions, but employed boycotts together with other types of coercion 
and intimidation to force non-member insurance companies into the conspiracies, and to 
compel persons who needed insurance to buy only from S. E. U. A. members on S. E. U. A. 
terms. Companies not members of S. E. U. A. were cut off from the opportunity to re- 
insure their risks, and their services and facilities were disparaged; independent sales 
agencies who defiantly represented non-S. E. U. A. companies were punished by a with- 
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come within the condemnation of the Sherman Act. This may be desirable, but 
the laws go further. They take in the entire industry—thdse who fix their rates 
in concert as well as those who do not. What is the effect of this all-inclusive 
scope? Does it not preserve for those who previously engaged in practices such as 
those set forth in the SEUA indictment as much as possible of the existing set-up 
with the blessing of the state? It is true that the state does not, in such rating 
laws, sanction coercive, intimidative, or boycott practices. What was the purpose of 
such practices? The obvious purpose was to destroy competition and to make the 
entire industry conform to the standards of those acting in concert. What this 
portion of the industry can no longer get by coercive, intimidative, and boycott 
practices, it can achieve to the extent that the laws have the effect of destroying com- 
petition, or even partially destroying existing competitive markets. 

With the passage of this legislation the law relating to concerted action in in- 
surance has made a full circle. In one generation, laws were passed to protect the 
public from insurers fixing rates in concert;”® in this generation those same insurers 
obtain the passage of laws to protect themselves from competition! 


Ill 


EFFECT OF THE CoMMISSIONERS —ALL INpustry Laws Upon ComPETITION 


The effect of the Commissioners’—All Industry laws in destroying competition 
and stifling initiative and enterprise will be considered from the effect, (1) upon in- 
dependent insurers, (2) upon bureau members, and (3) upon the public and in- 
dustry generally. 


A. Effect Upon Independent Insurers 


Generally speaking competition in insurance can be expressed in terms of lower 
rates, more satisfactory coverage, or service to the assured. Of these, only the third 
is ordinarily available as among members of a rating bureau competing for the same 
risk.?° But all three are available to an independent insurer in competing against 
either a bureau member or another independent. Formerly it was not uncommon 
that if a bureau company was in competition with a non-bureau company for a 
particular risk, the bureau would, in effect, permit its member to meet price com- 
petition by authorizing such lower premium as the company might think proper for 
the risk. 

When it became necessary for bureau companies to seek protection from the anti- 





drawal of the right to represent the members of S. E. U. A.; and persons needing insurance 
who purchased from non-S. E. U. A. companies were threatened with boycotts and 
withdrawal of all patronage. The two conspiracies were effectively policed by inspection 
and rating bureaus in five of the six states, together with local boards of insurance agents 
in certain cities of all six states.” 
28 See Carroll v. Greenwich Insurance Co., 199 U. S. 401 (1905); German Alliance Ins. Co. v. 
Hale, 219 U. S. 307 (1911); German Alliance Ins. Co. v. Kansas, 233 U. S. 389 (1914). 
2° Testimony of E. L. Williams at Joint Hearings before the Subcommittees of the Committees on the 
Judiciary on S. 1362, 78th Cong., 1st Sess. 324 (1943). 
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trust laws through state legislation there were two choices available as to the handling 
of bureau members: Laws could be passed permitting and regulating bureaus but 
not requiring filings and not requiring bureau members to be bound by bureau 
rates, or laws could require the filing and approval of bureau rates and require 
members to be bound thereby. California adopted the first choice and the Com- 
missioners’-—All Industry laws represent the second. Under the latter laws, bureau 
members obviously would be at a competitive disadvantage in situations such as the 
above, and in order to eliminate their disadvantage these laws required that all 
insurers must make filings. 

It is not to be presumed that the bureau companies in meeting the competition 
such as noted above obtained less premium than they thought adequate for that 
particular risk. Scales of rates are prepared for the normal or standard risk. In 
any classifications there likely will be risks the individual characteristics of which 
make for either greater or lesser hazards than those contemplated in the standard 
rate. The competition is for those involving lesser hazards, and there certainly is 
nothing wrong for such risks to be charged less than the standard rates. Indeed, 
strictly speaking, unjust discrimination results unless a lesser rate is charged. But 
if the competitor is required to file a scale of rates, its scale should, as a practical 
matter, conform generally to the rating scale in use by the majority of companies 
writing that business, otherwise the scale will tend to develop an adverse selection 
of risks. To illustrate, suppose an insurer, on the basis of its judgment and experi- 
ence, prepares a scale based upon either a different rating basis or a different classi- 
fication of risks than is in general use. The result will be a tendency for this insurer 
to be offered those risks for which its rates are less than the rates of the other 
insurers, and it will be offered few, if any, of the risks for which its rates are higher, 
except those which have been declined by the other insurers. Consequently uni- 
versal filings will cause all scales to tend to become uniform. 

Another phase of competition which the Commissioners’—All Industry laws were 
designed to eliminate was the ability which independent insurers formerly had of 
providing coverages to meet exactly the needs of their assureds, as compared to 
bureau companies which, in general, had to use standard bureau forms. This ability 
to furnish “tailor-made” contracts was not only a great competitive advantage to 
them, but it obviously was to the advantage of assureds. Not only could the insurer 
make such changes in the usual policy to conform it to any unusual conditions in 
the position or operation of the assured, but it could also combine in one contract 
various coverages to give the assured full protection. In this way also new forms 
of coverage were developed through experimentation. Independent insurers were 
in a position to render a maximum service to the insuring public, and their freedom 
to experiment assured progress and development of the industry. This flexibility 
is effectually circumscribed in the laws in question since they require that rate 
filings “shall indicate the character and extent of the coverage contemplated.”®° 


®°See Kelly, New Trends in Insurance Regulation, AMERICAN MANAGEMENT Ass’N INSURANCE SERIES 
No. 76, 16-17 (1948), in which the author in discussing the effects of the new rating legislation upon 
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The net results of the foregoing so far as the independent insurer is concerned are: 
(1) It will have lost much if not all of the competitive advantage it formerly had in 
the matter of rates and forms; (2) it will have been put to great expense in making 
individually the various filings required by the bills. So far as getting business is 
concerned it will be in no better position under its filing than a bureau company, 
and so far as expenses are concerned it will be much worse off. The indicated 
course for it to follow is to join a bureau. This is undoubtedly what the industry 
proponents intended when they sponsored the bills. But the question may be asked: 
Who profits by this lack of flexibility—bureau companies or the insuring public? 


B. Effect Upon Bureau Members 


Proponents of the Commissioners’—All Industry laws are wont to point to Section 
7 which provides for the filing of deviations by bureau members as showing there 
is room for reasonable competition. Rather than having this effect, even a cursory 
study of this section indicates that whatever was intended, in operation it will assure 
bureau members a not too strenuous competition from other members. In the first 
place, notice must be given to the bureau, and it is permitted to oppose the granting 
of the deviation. In the second place, the general scale, having already been ap- 
proved, will be presumptively correct, and the burden will be upon the applicant 
to prove that the deviation is proper. Since the general scale will be deemed to 
represent the best judgment of the experts in the bureau (as well as of the com- 
missioner since he approved it) as to the proper rate, the applicant will have to be 
able to produce figures which will establish either that its loss record or its expenses 
vary sufficiently from the normal to justify the deviation. As against whatever 
figures the applicant can produce, the bureau will in the usual case be able to produce 
others which it has assembled so that the applicant facés a difficult, and in the usual 
case, a discouraging if not impossible task. Finally, a deviation is effective only 
for one year so that if a renewal is desired, the whole procedure must again be 
followed. 

Provisions substantially the same as these have-been in existence for years in various 





the operations of the Associated Factory Mutuals said: 

“The most important change as far as the Factory Mutuals are concerned is that we 
will have much less flexibility in our forms, rates and underwriting practices. . . . 

“In the past, when one of our insureds had an unusual problem, it was possible for 
our underwriters to develop promptly a special form to meet his situation and to establish 
a-rate which they felt reasonable, adequate and non-discriminatory for the coverage desired. 
Although this can still be done, it will of necessity take more time, since any form which 
differs from those already on file must be submitted to the state insurance department 
and any rate made for such form must be filed in accordance with the law. If the insurance 
department feels that the rate proposed is unreasonable or is discriminatory, it may reject 
the filing, whereupon the form must either be abandoned or the cumbersome procedure for 
hearing an appeal must be followed... . 

“The new law gives to every policyholder the assurance that he is receiving the same 
treatment as every other policyholder. In the case of the companies I represent, we’ never 
felt that any such assurance was required. Our policyholders will have it now, nevertheless. 
On the other hand, the tailor-made form and rate for an unusual situation, in which judg- 
ment and sales ability on the part of both insurance company and policyholder are para- 

mount factors, will not be as easy to secure.” 
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states which had rate regulatory laws, and as a practical matter few deviations were 


approved.** 
The recent experience of the Insurance Company of North America in respect to 


its application for a deviation in Pennsylvania will illustrate what a task the devia- 
tion procedure may impose upon the applicant. The Company sought to reduce its 
fire rates 15 per cent on certain classes of risks in certain territories on the ground 
that it has effected economies in its commission arrangements which justified the 
decrease. The deviation was granted,®* but subsequently a committee representing 
over 100 other members of the rating association filed a complaint to have the ap- 
proval rescinded. Extensive hearings were held, and as a result the commissioner 
reduced the general scale of rates so as virtually to parallel the deviation which had 
been granted.3* While the opposition to the deviation boomeranged in this in- 
stance, it seems fairly obvious that the deviation route is a rugged and expensive 
one for a company to travel.** On this question of competition, the burdensome pro- 
cedure for deviation in the Commissioners’-—All Industry laws should be compared 
with the provision in the California law* which not only does not require any 
formalities for a member to deviate from its bureau’s rate, but on the contrary, pro- 
hibits members from agreeing to be bound by such rates.** In this connection, the 
Bulwinkle Act*” which was passed by Congress in 1948 may be of significance. 
This law for the first time permitted railroads to fix rates in concert. However, 


®1 Belcher, Insurance Regulation and Free Enterprise, PROCEEDINGS OF INSURANCE Law SECTION, 
AMERICAN Bar Ass’N 23, 26 (1947). 

*®N. Y. Journal of Commerce, May 16, 1949, p. 12, col. 1. 

*8 The general reduction was ordered October 1, 1949, and the Commissioner held that this had 
the effect of terminating the deviation. Subsequently an order was entered denying the complaint and 
holding that the deviation was proper. The National Underwriter, July 20, 1950, p. 6, col. 1. 

** Former New York Superintendent of Insurance, Robert E. Dineen, in speaking at Syracuse, N. Y., 
May, 1950 explained the reason he considered and approved Aetna’s output policy (discussed under 
III C) as a direct filing was because of the difficulties the company would have had getting the policy 
through the various rating bureaus to which it belonged. As reported in Insurance Advocate, May 13, 
1950, p. 17, col. 1, Mr. Dineen said: 

“We had had experience with experts in the art of dilatory tactics—men who could use the 
parliamentary machinery of rating organizations as devices to delay their competitors from 
introducing new forms of coverage and rate changes.” 

*®CaL. Ins. Cope §1853.6 (Supp. 1949); Missouri (for casualty insurance) (Mo. Rev. Strat. ANN. 
$6077 {1939)) and Montana (Rev. Cones Mont. 1948 §40.2404) have similar laws. 

*° Of interest in this connection is the following comment from an address by James F. Crafts, 
entitled The Challenge of the Future (Pamph., p. 15), given before Risk Research Institute, May 25, 1950: 
“In our home state, [California] where there is considerable latitude granted to insurers, 
it has been particularly interesting to compare the developments there during the past two 
and one-half years with those in the remaining states, where the business is generally 

operating under the so-called All-Industry statute. 

“From a private enterprise point of view those who supported maximum control 
legislation have found that they are faced to an increasing degree with the kind of super- 
vision and direction which, I am sure, they had hoped to avoid. Independency of thought 
and action is provided only through the filing of deviations, with the supporters and 
opponents going through long drawn-out hearings in order to find the answer from a 
supervisory official who seems to fully enjoy his policing authority. In California it can 
be said that we have the opportunity to solve our problems, free of arbitrators, regardless 
of how well qualified.” 

762 Star. 472 (1948), 49 U. S. C. § 5b (1949). A provision to this effect must be specifically 
included in any agreement. See Western Traffic Ass’n—Agreement, 276 I.C.C. 183 (1949). 
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it specifically prohibited any agreement among railroads which did not accord to 
each party the right freely to take independent action at any time. 

The only alternative to the cumbersome deviation procedure available to a mem- 
ber (except to leave the bureau) who wants some change made in a filing or a new 
filing made is to request the bureau to amend its rates or coverage or to make the 
new filing. In such a case the bureau’s internal procedure would, at best, entail 
substantial delay.** If any member of the bureau objected to the proposal there 
would be further delay, and if the opposition was strong enough the proposal would 
be shelved. This is not said in spirit of criticism but solely to illustrate how under 
the bills in question enforced adherence to a bureau’s filings will delay and perhaps 
prevent well founded changes desired by enterprising members.*® 


C. Effect Upon the Public Generally 


The general untoward effect of the Commissioners’-—All Industry laws upon the 
public and industry will be considered from the points of view: (1) tendency to 
increase the difficulties poor risks will have in getting insurance, and (2) tendency 
to cause uniformity in insurances with a consequent lessening of the scope for the 
development of new coverages. 


1. Difficulties imposed on poor risks 

In subsection III A, the point was made that rating scales are drawn up for the 
so-called standard or average risk so that in any classification there likely will be 
some risks for which, because of individual characteristics, a greater or lesser rate 
than the standard would be proper. In that subsection the advantage of a freely 
competitive market to the better-than-average risk was pointed out. But a free 


°° The following question and answer will illustrate this problem (Kelly, New Trends in Insurance 
Regulation, AMERICAN MANAGEMENT Ass’N INsuRANCE SERIES No. 76, 14, 19-20 (1948)): 
“Question: Can you change your filings? 
“Mr. Ketty: Yes, we can. But, as I said, when you come to a change in filing, it starts 
‘running through channels.’ Suppose you are dealing with a factory mutual company.. You 
have a special or unusual clause in your form. You take this form up with them. You say, 
‘We sincerely hope you are going to be able to keep this form in effect.’ The insurer 
replies, ‘We will take it up with the Forms Committee of the Factory Mutual Rating 
Bureau.’ 
“Let us assume that the Forms Committee goes over it and agrees that it is an excellent 
form which might well be written more widely. They ask the Rates Committee whether 
any adjustment in rate is necessary for this form, and the Rates Committee studies it. That 
means a further delay until the next Rates Committee meeting. They decide that your form 
requires no additional rate; that the hazard has not increased; and that the Forms Commit- 
tee has merely stated the problem more clearly so that you know more specifically what 
coverage you have. 

“Then the recommendations of the Forms and Rates Committees go to the board of 
directors of the Rating Bureau, which approves them, and the filings are then made. 
Assuming that there is no substantial element of controversy and that we are merely trying 
to clear up what might be an ambiguity in a special case, let us suppose the filings are 
all approved. Between the time we start our re-examination and the time we have the 
approval of the state, there will be a minimum of three months’ procedural time and I can 
conceive of cases involving controversy where it could be six months or longer.” 

%° Aside from this, the mere fact that when once a member has accomplished its purpose of getting 
the proposed change filed it will be equally available to the other members will not encourage the 
member to make the struggle. 
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market is also an advantage to the poorer-than-average risk. Such a risk may not be 
acceptable to an insurer at standard rates, but would be acceptable at an increase in 
premium commensurate with the increases in its potential hazard. In the absence of 
regulation imposed either by private or governmental authority, insurance will 
respond to economic laws in the same manner as other commodities. An increase in 
price will bring out an increase in the supply of insurance the same as it will for 
other goods or services. Thus, in a free market an additional premium could be 
charged for the below standard risk, and it could be placed. But in a market where 
all insurers are bound by filed scales of rates, if the risk is not acceptable at standard 
rates it will be difficult and perhaps impossible to place it.“ To meet this difficulty 
the casualty bill contains a provision for assigned-risk pools.** There is no corre- 
sponding provision in the fire and marine bill, but at best this is not a very satis- 
factory solution to the assured, and it results in another organization having to be 
maintained.*? If there is no assigned-risk pool available such a risk must go un- 
insured unless it can be placed under an Excess or Surplus Line law** with an 
insurer not authorized to do business in that state. In the usual case the reason it 
can be placed with the non-authorized insurer and not in the authorized market 
is because a higher premium can be paid the non-authorized insurer. If there is 
a free market in the state so that insurers can charge additional premium for the 
so-called substandard risks, much of these difficulties will be eliminated. 

In the old days, life insurance tended to follow the rule that either a risk was 
acceptable at standard rates or it was, to use the common expression, “uninsurable.” 
In recent years this attitude has been changing so that risks that once would have 
been “uninsurable” will now be accepted at a higher than standard rate.** It seems 
anomalous that at the very time life insurance is getting out of the “uninsurable” 
attitude this attitude will become stronger in the fire and casualty business when all 
companies will be writing by the “book” because of the strict rating legislation. This 
throttling of the ability of insurers freely to adjust their rates to the individual char- 
acteristics of risks serves no useful purpose and will impose a definite hardship on 





insureds, 


2. Tendency to cause uniformity in insurances with consequent lessening of scope 
for development of new coverages 
It was also suggested in subsection III A that where all insurers are required to 


“°' The Commissioners’—All Industry laws contain an impractical section (4g) to the effect that a 
rate higher than the filed rate can be used for a particular risk if the assured makes a written application 
to the commissioner “stating his reasons therefor” and the commissioner approves the application. Some 
commissioners also accept special filings not made on the application of the insured. The administrative 
detail and expense in making any such special filings are obvious. 

“* Usually all insurers writing the particular kind of insurance will belong to the pool. Risks 
which cannot obtain insurance through normal channels go into the pool and are assigned, on the basis 
of some formula, to the respective members. 

“2 To the extent carriers must accept insurances under assigned risk plans at less than adequate rates, 
the claimed purpose of the bills to maintain solvency is defeated or other risks must make up the 
deficiency in rates. 

8 E.g., Int. Rev. Stats. c. 73 §§1057. 

“Increases up to 500 per cent of normal mortality rating are now written. See The Weekly Under- 
writer, April 1, 1950, p. 800, col. 1. 
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file rates there would be a natural tendency for such filings to be uniform, otherwise 
an adverse selection of risks would develop. But aside from this, the administration 
of the laws will encourage if not compel uniformity in rates. Needless to say, it 
would simplify work in the commissioners’ offices if there was a single scale of rates 
for all risks and standardized forms for each coverage. And might a commissioner 
not contend that if the laws are to provide any benefit to the public it must be by 
assuring them of equitable rates; that so far as the public is concerned if the com- 
missioner does his job in regulating rates the premium for an insurance should be 
the same whether it was provided by one company or by another? While, so far 
as the language of the laws are concerned, different insurers may be entitled to 
charge different rates for the same coverage, it is doubtful if a layman would be able 
to understand what useful function the commissioner served in that situation. Then 
too, an insurer might question why it should be limited to a lesser rate than another 
company simply because the expenses of the latter were higher. If, by reason of 
economies in its operations, the expenses of one company are less than the expenses 
of another, why should not the first, if it so desires, retain the benefit of its superior 
management by enjoying a greater margin of profit than the second. The cost to 
the public will be the same. As a result of considerations such as these, it seems 
inevitable that the tendency will be for commissioners to work toward uniform 
rates*> which will of necessity give some effect to the expenses of the least efficient 
insurer.*® 

With a standardization of. rates and of forms there will be little if any incentive 
and less scope for the development of new coverages or the combinations of old to 
simplify and reduce rates. The public will then have no choice but to accept what 
the commissioner has seen fit to approve or go uninsured.*’ The strict filing re- 
quirements of the Commissioners’—All Industry laws have already caused consider- 
able hardship to assureds in preventing them from obtaining coverages to fit their 
exact needs.*® 


“5 The defendants in their brief filed in the Supreme Court in the SEUA case very fiankly admitted 
(at pages 34 and 49) that both the purpose and effect of state rating laws were to secure uniformity in 
rates. 

4° See Jordan v. American Eagle Fire Ins. Co., 169 F. 2d 281, 293 (D. C. Cir. 1948). 

*7 Situations such as the one now obtaining in Texas in respect to windstorm and hail insurance 
will tend to become the rule. The Texas Board of Insurance Commissioners in 1946 ruled that all 
such insurances must be written on the basis of a $100 deductible. An assured sought to have the 
order set aside so that he could buy full coverage, but was unsuccessful. (Board of Ins. Comm'rs v. 
Carter, 228 S. W. 2d 335 (Tex. Civ. App. 1950)); The National Underwriter, p. 1, col. 2, March 9, 
1950. This sort of a mandatory ruling is just as absurd as would be one by a commissioner that 
men’s trousers could reach only to the knees. Certainly there is nothing immoral about full coverage 
windstorm insurance. If a person wants to pay the additional premium and there are companies willing 
to write it, he should be able to satisfy his wants. 

*® See comments of H. E. Goodell, President of Risk Research Institute, on February 23, 1950, as 
reported in The Eastern Underwriter, March 3, 1950, p. 1, col. 1, as follows: 

“Referring to the preliminary discussions by a small group of buyers in Chicago, Decem- 
ber 14, 1949, looking toward a national organization, Mr. Goodell said that the initiators 
of this conference ‘have watched with growing concern the restricting insurance coverage 
under prescribed policy forms and the increasing use of non-competitive rates.’ 
“It is their belief,’ he continued, ‘that no insurable and ratable risk should go un- 
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There is currently much interest in multiple line insurances and most states have 

within recent years amended their laws to permit more extensive multiple line under- 
writing. This will make it possible for companies to give broader protection in 
single policies, but in a measure the passage of the strict rating laws frustrates the 
efforts of companies to utilize their broader powers. Even if a company does not 
belong to a bureau and is therefore spared the effort necessary to persuade the other 
members that a new plan has merit and should be filed, the company faces a big 
task in getting a new plan of insurance approved by the commissioners. If it should 
involve several classes of insurance, it will in the usual case have to be considered by 
more than one division in the commissioners’ offices. Usually the rating plan for 
combination and package policies will develop a lesser premium than will the rating 
plans filed by the company for each element if written separately. The amount of 
the discount for the combination of coverages will be a matter of judgment, and the 
probabilities are that somewhere along the line some official will want to substitute 
his judgment for that of the company. In any event, the filing process will involve 
time and expense even if it is limited to one state. If the company wants to use 
it in other states, the problem will be magnified by at least as many times as the 
number of states involved. 

The efforts of Aetna Insurance Company to obtain approval of a newly developed 
manufacturers’ output policy are illustrative.*® This was a combination policy made 
up of various fire, inland marine, and casualty coverages. A single-rate method was 
adopted for rating the policy instead of building up a combination rate from the rates 
for each coverage. Conversations were started with the New York department in 
the fall of 1948.°° In December 1949 New York accepted the plan as a direct filing 
and thereafter the company submitted it to various other states. As of May 1950 
the filing had been approved by approximately twenty-five states and had been dis- 
approved by seven.™* 





protected. The purpose of the meeting was to find some common ground on which buyers 
of insurance throughout the country would unite to the end that they might secure the 
full protection they need, at a fair price, written on adequate, simplified policy forms.’” 
See also Kenney, Effect of State and Federal Regulation Upon the Insured, U. S. Investor, May 27, 1950, 
P. 77+ 
“° According to Bruce Gentry, Secretary of Aetna, the development of the policy as filed was 
prompted by the following circumstances: 
“The year was 1947, the period was the moratorium which has been granted the com- 
panies by Congress to get their affairs re-shaped under the impact of the S. E. U. A. case. 
“Like all companies, we were bringing up for review any unusual policies which had 
been written prior to the tightening up of regulation and which must now be either can- 
celled or reformed, or otherwise made to meet the requirements of more complete regu- 
lation. Among these unusual contracts were four policies which our automobile department 
had been writing for some years, called ‘automobile output policies.’ All were special 
typewritten forms.” The Weekly Underwriter, June 3, 1950, pp. 1290-1291, col. 1. 
°° Insurance Advocate, May 13, 1950, p. 8, col. 2. 
*} The reason for disapproval by Louisiana, as reported in The National Underwriter, March 23, 1950, 
p. 12, col. 4, is as follows: 
“Commissioner Martin of Louisiana states that the plan was rejected at this time for 
the reason there is not available, in the opinion of the department, sufficient statistical 
data to justify the fixing of a rate which would be ‘non-discriminatory, non-excessive, fair 
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Tue Fitine oF Rates Accomp.isHes LitrLe IN INsurRING 
THAT Risks ArE Property Ratep 


Theoretically, the whole complicated and restrictive procedure set up in the 
Commissioners —All Industry laws for the filing and approval of rates is to ensure 
that the rates of an insurer are not “excessive, inadequate or unfairly discrimina- 
tory.” 

The laws studiously avoid any definition of these terms so that, in the first in- 
stance at least, their content will depend upon the attitude of the commissioner in 
any particular situation. Such discretionary power would seem to be both improper 
and unnecessary, but passing that objection, an analysis of the bills will show that 
the strict requirements accomplish little or nothing in preventing inadequate or 
unfairly discriminatory rates and actually will facilitate the charging of excessive 
rates by combinations of insurers. 


A. Excessiveness of Rates 


The first standard to be observed in rate making is that the rates shall not be 
“excessive.” There is a public purpose here in view of the permission given by the 
laws for companies to act in concert, but no rate regulatory laws of the scope of these 
bills are necessary to protect the public from excessive rates. Excessiveness of rates 
cannot be determined from a short-term view. An insurer engaging in a new line 
of insurance must be given wide latitude in pitching its rates at such level as it 
thinks necessary. The same is true for hazardous lines, or lines which have consist- 
ently showed a worsening experience. If rates in the latter case can be increased only 
to the extent indicated by the previous years’ losses the insurer will never catch up 
but will consistently lose money.5? Nor is there anything to fear in a free 
economy in any such situation, because as soon as the business does become con- 
sistently profitable other companies will come into the market. So long as there 
is no monopoly, their competition will bring the rates down. It is, therefore, 
only when insurers writing a line of business have or tend to have a price fixing 
monopoly that the public can be made to suffer. In order to prevent or, if it exists, 
to remedy any such situation, the best solution is to encourage the existence of inde- 
pendent companies who will be in a position to compete. State supervision cannot 
give adequate protection. 

The Commissioners-—All Industry laws give the commissioner in fact, or 





and reasonable’ as contemplated by law and sound insurance rating.” 
It would seem that a fair query is why Aetna with its financial strength and background of insurance 
knowledge should not be given the benefit of its judgment that the rating plan it adopted was “sound 
insurance rating.” Also, if the coverage cannot be written, when can the necessary “statistical data” 
be obtained? 
52The real danger here is that increases in ratcs will not be made promptly either for political 
reasons or simply because of administrative slowness. The result will be that insurers will drop out 
of the market and others will become more selective so that assureds, in general, will be worse off 
than in a free market where the insurers can immediately increase their rates. 
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at least in effect, the power to fix rates.°* However, there probably exists some area 
in which the judgment of the bureau or insurer can operate, particularly when the 
question arises whether a rate already approved and in use should be decreased. In 
such a situation unless the commissioner can demonstrate that the proper rate is 
substantially below the lower limit of that judgment area, the bureau is probably 
entitled to retain its high rate. It is for this reason that the Supreme Court, in Georgia 
v. Pennsylvania R.R.,** held that the fixing of transportation rates by combinations 
of carriers acting through rate bureaus was in violation of the anti-trust laws even 
though such rates had been approved by the Interstate Commerce Commission. 

Whether or not intended so to operate, the Commissioners’—All Industry laws 
inescapably tend to destroy the free play of competitive forces by subjecting inde- 
pendent insurers to the same rigid filing requirements as companies acting in concert. 


B. Inadequacy of Rates 


The next standard is that rates shall not be inadequate. The argument runs 
that in a free economy “cut-throat” competition®™ forces rates below the amount 
necessary to carry the risk. Consequently, by strict regulation, adequacy of rates 
will be assured and thereby also solvency. This argument, if it has any validity, is 


much overdrawn. 
In the first place there should be an understanding of what is meant by solvency 


and also what is meant by inadequate rates. Certainly solvency does not mean that 
a company once launched is entitled to remain in existence irrespective of the inept- 
ness and lack of capacity on the part of its management.”® It is no worse for an ill- 


58 Belcher, Insurance Rate Regulation and Free Enterprise, PRocEEDINGS OF INSURANCE SECTION, 
AMERICAN Bar ASSOCIATION 23, 24-25 (1947). 

54 324 U. S. 439 (1945). The Court said (pp. 460-461): 

“The Keogh case indicates that even a combination to fix reasonable and non-dis-. 
criminatory rates may be illegal. 260 U. S. p. 161. The reason is that the Interstate 
Commerce Act does not provide remedies for the correction of all the abuses of rate-making 
which might constitute violations of anti-trust laws. Thus a ‘zone of reasonableness exists 
between maxima and minima within which a carrier is ordinarily free to adjust its charges 
for itself.’ United States v. Chicago, M. St. P. & P. R. Co., 294 U. S. 499, 506. Within 
that zone the Commission lacks power to grant relief even though the rates are raised 

. to the maxima by a conspiracy among carriers who employ unlawful tactics.” 

°° The expression “cut-throat competition” is easy to use but hard to define. In many cases, on 
close examination, it undoubtedly means no more than that the prices of a competitor are such that the 
one complaining can no longer enjoy the same ease or margin of profit (whatever it may have been) 
as formerly. For example, the complaining companies in the North America rate deviation controversy 
discussed under III B contended that North America was attempting to gain an “unfair com- 
petitive advantage” (The National Underwriter, July 20, 1950, p. 6, col. 3) which presumably is 
equivalent to “cut-throat competition.” In any event, since combinations of insurance companies are 
permitted and since such combinations represent a large part of the insurance capacity of the country, 
any danger of injury to the public or to the industry by “cut-throat competition,” whatever that may mean, 
seems rather remote. 

*°See Tom C. Clark (then United States Attorney General, now Associate Justice of the United 
States Supreme Court), Insurance, Bulwark of Free Enterprise, Best's Fire and Casualty News, June 
1947, p. 19, col. 1. 

“Freedom of enterprise means that new firms are free to enter an industry and that 
old firms are free to leave it. It means that business stands on its own two feet and does 
not lean for support on a governmental crutch. It means innovation, change, progress— 
with no absolute guarantee of security. And finally, it means competition, with each firm 


acting independently.” 
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managed insurance company to have to cease underwriting than for any other 
business enterprise to have to close its doors. The thing that the various laws re- 
lating to solvency attempt to accomplish is to ensure that the policyholders of a 
company and those entitled to the benefits of its policies do not thereby suffer any 
substantial loss, that is, that the company always have on hand enough assets so 
that it can, at any time, pay its obligations on policies then outstanding. If this is 
done and the company nevertheless gets into difficulties, it will be a comparatively 
simple matter to reinsure its policy obligations so that when it must cease under- 
writing there will be no loss under its policies. There are now extensive laws de- 
signed to insure this condition, and if it is thought that they are insufficient the 
remedy is to correct their deficiency by direct legislation, not to suppose that it can 
be done indirectly through the supervision of rates.5” 

Inadequate rates within the meaning of the Commissioners’—All Industry laws 
cannot, as a practical matter, mean that the rate for each and every risk will be 
adequate. As pointed out in subdivision III A, there likely will be risks in any rating 
classification that involve above normal hazards and for which, as a matter of good 
underwriting, a higher than standard rate should be received. If a company accepts 
an undue proportion of such risks and is not able to compensate for the greater 
exposure through expense economies, it will lose money. But is this anything a com- 
missioner can prevent through rate supervision? To illustrate, a large New York 
casualty company was found to be in financial difficulties in 1947. Fortunately it 
was saved through loans totaling $8,000,000 from the Reconstruction Finance Corpo- 
ration. According to Best’s™ this company adhered to the rates and rules promul- 
gated by the various rating bureaus to which it belonged. In addition a very large 
share of its business was under state rate regulation. But, nonetheless, this significant 
sentence appears in Best’s report: 


A considerable portion of the business in force at the end of 1946 had been written at 
inadequate rates and a large amount of undesirable™ business had been accepted. 


°7 The suggestion might be made that the present system of permitting companies to prepare their 
own annual statements with examinations by commissioners periodically, usually every three years, 
is not adequate to detect difficulties before they become so serious as to result in loss to policyholders, 
etc. A possible alternative would be to require annual statements to be audited by an insurance auditor 
chosen from a panel approved by the commissioners. This auditor would have to certify that in his 
opinion the company then had sufficient assets to meet all of its policy obligations. In this way, the 
individual characteristics of the company could be taken into account, and if it was having a higher 
than normal loss ratio or higher than normal expenses, this would be taken into account by the auditor 
in reaching his conclusion. In the event the auditor and company disagreed then the commissioner 
should immediately resolve the difference by an examination, if necessary. If this procedure was 
followed, any tendency towards insolvency due to the collection of insufficient premiums to pay losses 
plus expenses, whatever the latter may be, would be detected before real harm to the public could be 
done. At the same time, a company which charged low rates but which had lower than average 
expenses would not be penalized. 

Inadequacy of rates in life insurance is largely prevented by statutory reserve requirements. (Mowsray, 
Op. cit. supra note 5, at 375; Epwin W. Patrerson, THE INsuRANCE COMMISSIONER IN THE UNITED STATES 
270, 283 (1927). 

58 Bestr’s INSURANCE REPORTS, CASUALTY, SURETY AND MISCELLANEOUS 337 (1948). 

®° The question might be asked, why was the business undesirable? Was it because of bad moral 
hazards or simply because the risks were such that a much larger than standard premium should have 
been charged? Presumably most, if not all, would fall in the latter category. 
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Can anyone seriously think that if all the states then had rate regulatory laws 
such as the Commissioners’—All Industry laws the difficulties of this company would 
have been averted? 

In the second place, and as a matter of history, those states which have attempted 
to supervise rates have been primarily, if not exclusively, concerned with the pre- 
vention of exorbitant rates.°° The genesis of rating legislation was the belief that 
the combinations of fire insurers were charging excessive rates. While some 
statutes such as the original one in Kansas®' gave the Superintendent authority to 
compel the raising of rates, it probably is a fair surmise that this power was given 
primarily to prevent discrimination and the freezing out of competitors rather than 
to protect the solvency of the insurers. 

Inquiry of those in a position to know the cause, or causes, of the various failures 
of insurance companies in Illinois during the early Thirties discloses that those fail- 
ures were due to investments becoming valueless, improper management including 
excessive salaries, and improper claim handling. In none could the failure be 
attributed to the charging of below market rates. 

In sharp contrast to the lack of evidence tending to show that supervision of rates 
will prevent insolvency is the evidence that rate supervision not only does not pre- 
vent the charging of inadequate rates, but actually may cause inadequate rates to be 
charged. The difficulties of the New York company mentioned above is an example, 
since a very large part, if not most, of its insurances were under state regulation. 

There is evidence that on at least one occasion automobile insurance rates fixed 
by the Commissioner of Massachusetts were so inadequate that several companies 
became insolvent. 

That state supervision of rates is no guarantee that adequate rates will be charged 
is illustrated in the following table. 


°° It is stated in the brief filed in the Supreme Court by the Appellees in the SEUA case that twenty- 
nine states had laws relating to fire insurance rates (pp. 51, 52) of which six gave the commissioner 
authority to compel increases in rates. (p. 56.) 

* See German Alliance Ins. Co. v. Kansas, 233 U. S. 389, 390-393 (1913). 

*? Immediately upon passage of the Kansas law the Superintendent reduced fire rates 12 per cent. 
Id, at 397. 

°° See MowsRAy, op. cit. supra note 5, at 458, in which the author states on the basis of analysis of 
individual cases of loss to policyholders due to life company insolvencies that the principal causes of 
loss were dishonesty in management, incompetence in the investment of funds, failure to set up proper 
reserves, and failure of state officials to act when the company was found in difficulties. 

** Stone, supra, note 21: 

“Incidentally, it may be observed that the mutual liability companies formed in 
Massachusetts to write compulsory automobile liability policies, which companies later 
became insolvent, blamed their downfall and the consequent injury to the public (in the 
way of policyholder and injured claimant under the policies) on the inadequate rate made 
by the Commissioner! Thus, even rates made by commissioners may turn out to be in- 
adequate.” 

*° Insurance Advocate, July 22, 1950, p. 10. 
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Avtomosite Bopity Injury Liasitity Accrecates (Stock ComMPANIEs) 


COUNTRYWIDE ~ New York State 

Year Earned LossesIn- Expenses Premiums Losses In- 

Net Premiums curred to Earned curred to 

Premiums Premiums 

Earned Earned 

1945 $200,161,551 56.4% 47.2% $37,584,571 63.1% 
1946 261,388,308 64.4 478 50,907,193 70.9 
1947 347,455,921 55-4 458 69,541,725 63.6 
1948 416,951,566 52.0 44-4 86,104,527 60.6 
1949 473,938,918 48.3 44.1 103,468,916 54-3 


Is it any wonder that the New York company mentioned above got into financial 
difficulties? And yet it has been generally agreed that if any state was equipped 
to administer properly the laws patterned on the Commissioners’—All Industry bills 
it was New York. This state has had general rating laws since 1922, and in many 
respects the Commissioners’-—All Industry laws followed a New York law passed in 
1939. 

Finally, it is to be noted that not only do the Commissioners’-—All Industry laws 
not give the commissioners specific power to regulate acquisition costs or other ex- 
penses, but it was agreed by the commissioners and the All Industry Committee 
that the model bills did not give the commissioners any such power.® It is just as 
easy for a company to become insolvent by excessive expense outlays as by the col- 
lection of inadequate premiums. In some lines, as for instance fire insurance on 
dwellings, there has been more tendency to compete for such business by acquiring 
more and more desirable agents by increasing commission allowances than by re- 
ducing rates.°’ In making this reference, it is not to be understood that the writer 
advocates state regulation of such expenses. It is mentioned only to illustrate that 
for still another reason the contentions of the proponents of the Commissioners’—All 
Industry laws that strict regulation of rates was necessary to prevent insolvency are 
unsound, They knew this possibility for competition existed. And, if one might 
hazard an opinion, if these strict rate regulatory laws remain on the books it will 
be only a question of time before the commissioners seek legislation to control acquisi- 
tion costs, for the reason, if for no other, that such authority is necessary for them 
to perform their duty adequately under the rating laws. 


C. Unfair Discrimination in Rates 
The third standard is that rates shall not be unfairly discriminatory. Before the 
rating legislation many states had anti-discrimination laws in one form or another, 
and until the SEUA decision they appeared to have been adequate and to have given 
satisfaction. All that the commissioners under the rating laws can do that has not 
heretofore been accomplished is to consider whether a rating plan or rating scale 


°° Elmer Warren Sawyer, Can We Audit the Past in Terms of the Future (Pamph., p. 12), address 
given at Ohio State University, March 21, 1949. 

*7 See Dineen, Acquisition Cost Conferences—1949 Developments, Ins. L. J. 269, 274 (April 1949); 
The National Underwriter, August 25, 1949, p. 8, col. 1. 
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shows on its face that it is discriminatory. But unfair discrimination, if there is any, 
will in the usual case not appear in the construction of the plan or scale but in its 
application.** The present laws can add nothing to those already on the books in de- 
tecting this situation. 

As against any advantages to the public that can accrue in this respect from 
the rating laws, there are certain disadvantages. As heretofore pointed out, when 
risks are classified for rating purposes the better-than-average risks in a classification 
pay an unduly high premium, and the poorer-than-average risks pay less than they 
should. This grouping for classification purposes is essential for rate filings, and 
yet it of necessity makes for a certain amount of discrimination. To avoid an undue 
amount of such discrimination, an insurer may attempt to construct a different 
method for classifying or rating risks. In the usual case, the new method will 
involve a substantial amount of underwriting judgment. In a free economy the 
insurer could experiment, perhaps on a small scale, to perfect the system. But under 
the present rating laws, he must file and have it approved before it can be used. 
Not only will this involve time and expense, but the commissioner, on the basis of 
his judgment, may decline to approve the method.” Thus the rating laws will tend 
to freeze present classifications and prevent the development of new and improved 
ones. 


Vv 


Comparison BETWEEN CaLiForNIA Law AND THE 
ComMIssIONERs —ALL INpustry Laws 


It is not to be understood that the Commissioners’—All Industry laws were 
passed without opposition, but except in a few states, notably California,” the com- 
bined strength of the commissioners and the organized mutuals and stock companies 
acting as the All Industry Committee were sufficient to force the passage of' the 
legislation. There is a fundamental difference in philosophy between the Com- 
missioners’—All Industry laws and the California law. The philosophy of the 
latter is that there should be a maximum of competition with the minimum of 
regulation which will permit and yet regulate concerted action." Prior to this 


®8 See REPORT ON EXAMINATION OF New York Fire RATING ORGANIZATION BY STAFF OF NEw YorK 
DEPARTMENT 15-16, 34-35 (October 15, 1946), in which there are numerous examples of different rates 
being established for the same risk by different raters using the same rating plans. 
*°Lemmon, Rate Administration and Agents, Best’s Fire and Casualty News, Nov. 1948, pp. 25-26. 
7 Car. Ins. Cope §§1850-1860.3 (Supp. 1949). Montana (Mont. Rev. Copes 1947, §§40.2401-2416) 
and Missouri (for casualty insurances) (Mo. Rev. Stat. §§6077.1-6077.11 1939) adopted laws patterned 
on the California law. 
™ See following extract from the memorandum submitted to California Legislative Joint Interim 
Committee by sponsors of the bill which was the basis for the law as eventually passed, pp. 1-2, November 
12, 1946: 
“We believe that excessive and unnecessary regulation is not in the public interest. 
Regulation which provides for specific approval for almost every act performed in developing 
rates would be a costly venture for California citizens. In this regard we have a com- 
parison with the State of New York where insurance legislation, similar to the All-Industry 
Bill, was passed some years ago. In that state the Insurance Department budget for the year 
ending March 1, 1947 is $1,505,305. ‘The cost of operation of the California Insurance 
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legislation California had no rate legislation except in workmen’s compensation, 
and this lack of regulation had worked satisfactorily.» A comparison of some of 
the significant provisions of the respective laws will illustrate how the philosophy 
of the California law differs from that of the Commissioners’-—All Industry laws. 


Commissioners—All Industry Laws 


Sec. 1. The purpose of this Act is to 
promote the public welfare by regulating 
insurance rates to the end that they shall 
not be excessive, inadequate or unfairly 
discriminatory, and to authorize and regu- 
late cooperative action among insurers in 
rate making and in other matters with- 
in the scope of this Act. Nothing in this 
Act is intended (1) to prohibit or discour- 
age reasonable competition, or (2) to pto- 
hibit, or encourage except to the extent 
necessary to accomplish the aforementioned 
purpose, uniformity in insurance rate, 
rating systems, rating plans or practices. 
This Act shall be liberally interpreted to 
carry into effect the provisions of this 
Section. 


. 


California Law 


Sec. 1850. The purpose of this chapter 
is to promote the public welfare by regula- 
ting insurance rates as herein provided to 
the end that they shall not be excessive, in- 
adequate or unfairly discriminatory, to 
authorize the existence and operation of 
qualified rating organizations and advisory 
organizations and require that specified 
rating services of such rating organizations 
be generally available to all admitted in- 
surers, and to authorize cooperation between 
insurers in rate making and other related 
matters. 

It is the express intent of this chapter to 
permit and encourage competition between 
insurers on a sound financial basis and 
nothing in this chapter is intended to give 
the Commissioner power to fix and de- 
termine a rate level by classification or 
otherwise. 


Needless to say, in a particular case this difference in the statement of purpose 
might substantially influence the decision of a court in considering the propriety 
of a position taken by the Commissioner in respect to a filing.”* The gist of the 
Commissioners-—All Industry laws is that competition is to be deprecated. 

As noted under section IV, the Commissioners’-—All Industry laws contain no 


definitions of the terms excessive, inadequate or unfairly discriminatory. Their 
content is left essentially to the discretion of the Commissioner except in so far as 
other parts of the laws, including the statement of purpose quoted above, may tend 
to circumscribe his discretion. Compare with this generality the definitiveness of 


the California law: 





Department for the year ending June 30, 1946 was $382,245.21. 

“We cannot concur that it was ever the intent of the Congress to impose upon the 
citizens of the country additional cost running into millions. It always must be remembered 
that the federal and state Anti-Trust laws involve no plan for the administrative regulation 
or control of a business; in fact, their very purpose is to invite the maximum of com- 
petition in business, therefore the minimum of regulation. In drafting the proposal 
which we submit to you we have kept that thought uppermost in our minds.” 


78 Sawyer, supra note 66, at 5: 


“How is it that, in the State of California, where, until January 1 of last year there was 
no regulation of rates except for workmen’s compensation insurance, the insurance business, 
second only in volume to the State of New York, has been regulated quite as successfully 
as in New York and with, perhaps, better satisfaction to the public?” 

78 See United States v. American Trucking Associations, 310 U. S. 534 (1940). 


7 Car. Ins. Cope §1852 (Supp. 1949). 
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(a) Rates shall not be excessive or inadequate, as herein defined, nor shall they be unfairly 
discriminatory. 

No rate shall be held to be excessive unless (1) such rate is unreasonably high for the 
insurance provided and (2) a reasonable degree of competition does not exist in the area 
with respect to the classification to which such rate is applicable. 


No rate shall be held to be inadequate unless (1) such rate is unreasonably low for the 
insurance provided and (2) the continued use of such rate endangers the solvency of 
the insurer using the same, or unless (3) such rate is unreasonably low for the insurance 
provided and the use of such rate by the insurer using same has, or if continued will 
have, the effect of destroying competition, or creating a monopoly. 


In keeping with its philosophy of free competition, the California law does not 
require any filings to be made with the commissioner. The responsibility is left with 
the bureaus and insurers to comply with the statutory standards in rating risks, 
subject to the right of the commissioner to confirm such fact through making exami- 
nations. 

Under III B the burdensome deviation provisions of the Commissioners’—All 
Industry laws were discussed. The California law, on the other hand, not only does 
not require members or subscribers to adhere to the rates of their rating bureau but 
it expressly prohibits them from agreeing to use such rates.” 

Bearing in mind that the only circumstance that precipitated the recent rating 
legislation was the necessity for that portion of the industry which fixed its rates 
in concert either to change its methods or obtain state regulation of its activities, it 
is difficult to see why the California law is not a sufficient and excellent solution. 
Those who want to get their rates from bureaus can continue their methods of 
doing business, and those who want to fix their own rates can continue to do so 
without incurring the cost and burdens of the filing requirements of the Com- 
missioners’—All Industry laws. 


VI 


Tue Derartep REGULATIONS OF THE COMMISSIONERS —ALL INpustry Laws Are More 
Apt to Resutr in FeperaL REGULATION THAN WouLp a MINIMUM oF REGULATION 


As stated in Section II, the proponents of the Commissioners’—All Industry type 
of strict rate regulation identified their cause with that of “states-rights.” Their 
objective, among others, was to have each state pass legislation which would, they 
hoped, close every possible opening through which the Federal government might 
move into the field of insurance regulation. To this end, they sponsored, in addition 
to the fire and casualty rating bills, a model accident and health bill and a model 
fair trade practices bill. Without at all disagreeing with this objective, the question 
may still be raised whether there is not more likelihood that the strict rate laws of 


™ Id. §1853.6 provides in part as follows: “Members and subscribers of rating or advisory 
organizations may use the rates, rating systems, underwriting rules or policy or bond forms of 
such organizations, either consistently or intermittently, but, except as provided in Sections 1853.5, 
1853.8 and Article 5, shall not agree with each other or rating organizations or others to adhere 
thereto... .” 
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the Commissioners’ —All Industry type will result in federal intervention than laws 
such as California’s which provide a maximum of insurance freedom and a mini- 
mum of administrative control and expense. To the extent history is a guide, it 
would seem likely that the federal government will intervene in the matter of 
insurance regulation’ only if there is dissatisfaction with state regulation, either 
by assureds or insurers. It is to be remembered that the SEUA indictment resulted 
from an investigation that was started because of a complaint by the Attorney 
General of Missouri that fire companies through their associations and bureaus were 
engaging in monopolistic activities inimical to the public welfare which the states 
were powerless to prevent.”’ The recent action of the Federal Trade Commission 
in entering the “mail-order” insurance field and issuing a Code of Fair Trade 
Practices’® was due, in part at least, to an invitation from certain ‘of such companies. 
It probably was due, in part, also to the fact that the problem of accident and 
health mail-order insurers had been a troublesome one for years, and the states 
seemed unable adequately to deal with the problem. 

Under Public Law 157° the federal antitrust laws are still in effect in all juris- 
dictions in respect to matters of coercion, intimidation, and boycott. No amount of 
state regulation can prevent federal intervention, either on the part of the government 
or on the part of a private litigant, within this area. It is difficult to understand why 
this area of federal jurisdiction was retained, unless Congress was doubtful that 
the states could adequately control such interstate combinations as the one involved 
in the SEUA case. Whatever the reason, its presence will make it that much 
easier for the government, in case of complaints respecting state regulation, to take 
over more jurisdiction in insurance matters. 

Consequently, since strict regulation of rates will, for the reasons discussed herein, 
be more apt to cause dissatisfaction to the public than would a lesser degree of con- 
trol such as obtains under the California law, if the states really desire to preserve 
their control over interstate insurance it would seem that they would be well advised 
to amend their laws accordingly. 

The situation in respect to interstate risks formerly insured through the Interstate 
Underwriters Board might be an illustration. Without entering into the controversy 
as to the merits of the rating plan used by that Board, the fact does remain that in- 


76 This is to be distinguished from the interest the government may have in insurance institutions 
because of their concentration of wealth and economic power. 

77 Joint Hearings before the Subcommitiees of the Committees on the Judiciary on S. 1362, 78th 
Cong., 1st Sess. 80, 168, 181 (1943). 

78 CCH Trave Rec. Rep. 920,268 (January 31, 1950). 

7 sq Strat. 33-34 (1945), 15 U. S. C. §§1or1-r015 (Supp. 1949). 

®° Most states have for some years required the filing and approval of life and accident and health 
insurance forms. It is virtually impossible to get a form approved in all states without making special 
amendments to fit the demands of particular states. This difficulty has led to the expression from time 
to time by company officials that perhaps a single national authority over such matters would be pref- 
erable. With the wider range and greater detail of the rating laws it would seem that such laws will 
be even more likely to foster this sentiment than the policy laws. 
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surances placed through it apparently were satisfactory to the assureds and to the 
companies.®? Under the strict rate regulatory laws, the operations of this Board 
were discontinued on June 30, 1948, and it has not been possible, even now, to work 
out a satisfactory solution for the handling of risks formerly insured through this 
Board.®* This has been a source of considerable dissatisfaction as well as hardship 
to assureds, and doubtless also to the companies involved. Under a California type 
law this problem would never have arisen. 

The differences in the views of the commissioners on this problem*® as well as on 
the manufacturers’ output policy mentioned under III C demonstrate what seems 
to be an inescapable fact and that is that when laws such as the strict rating laws 
give the commissioners authority and discretion in matters of policy and detail 
and which are peculiarly the province of management there are certain to be irrec- 
oncilable points of view. The result is, of necessity, frustration, because any sub- 
stantial plan of insurance will involve more than one, and likely many, commis- 
sioners, and unless all agree, essentially nothing can be done. 





VII 


CoNncLUSION 


It is submitted that the Commissioners’—All Industry laws with their burdensome 
filing requirements and all-inclusive scope are not in the public interest. Even as to 
companies that fix their rates in concert, the laws go beyond what was necessary 
to preserve states-rights in their regulation. From the standpoint of assuring that 
every rate is adequate but not excessive or unfairly discriminatory, such laws will 
operate no more effectively than would laws of the California type, and so far as 
preserving competition among bureau members, laws of the latter type would be 
much more effective. 

As to independent companies that did not and do not fix rates in concert, it is 
difficult to see how any public purpose was served by subjecting them to the rigid 
rate controls of the Commissioners-—All Industry laws. On the contrary, their 
inclusion in these laws has played into the hands of those companies which in the 
past have operated in concert and which for years have had the objective of getting 
the whole industry to conform to their ideas and practices in insurance. This 
objective is now accomplished with the blessing of both the State and Federal 
Governments—the blessings of the states through the Commissioners’-—All Industry 
laws and of the Federal Government through Public Law 15. These laws cannot 
but stifle competition and eliminate the facility independent companies formerly 


*} Joint Hearings, supra note 77, at 425-475, 596-597. 

*? Sheldon, Fire Insurance on Multiple Location Risks, Insurance L. J. 29 (January, 1950). The 
National Underwriter, July 27, 1950, p. 5, col. 1. 
®8 Sheldon, supra note 82, at 32-33. 
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had for developing new coverages, conforming standard coverages to the needs of 
particular risks, and adjusting rates to the relative hazards of individual risks. 

These laws will inevitably increase the costs of doing business of all insurers, and 
if they are conscientiously administered, they will greatly increase the costs of main- 
taining the various state insurance departments. All such costs must be borne by the 
insuring public. And for the reasons given, the public will not thereby get more 
satisfactory service from the insurance industry, but the service will become pro- 
gressively less satisfactory. 
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